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Foreword 


I am delighted to write the Foreword for this new book by Dr. Shirin Ratbore on the very fast 
developing aspects of International Accounting. I feel honored to have been invited by Dr. Rathore 
for this pleasant duty. She is one of the most respected authorities in the tinu honored country of 
India in the research group that is giving India an international reputation I >r excellence in text 
materials as well as for the general reader and professionals. 

This book is the first of its kind by an Indian author and will fill a long gap in the literature 
of the entire accounting field. The author has been interested in the international dimensions of her 
specialized field of accountancy for i considerable number of years and has been privileged to 
present her views and expert knowledge to many audiences. This book will therefore be an expansion 
of her influence in the rapid development of India in v^orld trade and investment. 

International accounting is one of the most important aspects of information technology in 
promoting the expansion of business enterprises and the flow of capital from one country to another. 
Without knowledge of international accounting, a country is handicapped in expanding the resources 
and accomplishments of its people in furnishing goods and services to improve the standard of living 
of all citizens. 

The author has developed an array of chapters discussing and treating subareas of attention 
needed for an understanding of the aspects of international accounting which are essential in producing 
reports which can be used by outsiders as well as those who are making investments in India itself 
for export purposes. She qualifies as the experienced writer of materials that can be utilized by 
newcomers in the field of international accounting as well as those who have already a degree of 
expertise and acquaintance with the rather large amount of literature available in other countries. Her 
book, therefore, will be useful to a considerable number of different users including students in 
colleges and universities, chartered accountants, members of the Institute of Cost and Works 
Accountants, financial analysts, investors, and persons in government affairs. 

Again, I extend commendation to Dr. Rathore for making her talent available in doing the 
sizable research necessary to prepare her manuscript. 


Paul Garner, Ph.D., LLD., D.Econ.. CPA 
Dean and Professor Emeritus 
The University of Alabama, USA 





Preface 


Globalization and liberalization are the buzzwords in the modern Indian scenafio. As the edifice of 
Licence Raj is crumbling, as tariff barriers are brought down, as monopolies vanish and multinationals 
enter the country, the Indian industry is suddenly exposed to the winds of change. The ability to 
manage this change would be crucial to our success. In the field of accounting the need for trained 
professionals to tackle the problems of foreign currency transactions and translations, management 
of exchange risks, global tax management etc., will be felt. This book, the first such attempt on the 
subject in India, seeks to meet this need. The existing literature on International Accounting makes 
only a passing reference to India. My experience with teaching International Ac^^ounting to university 
graduates for the past so many years has convinced me that what Indian managers and accounting 
professionals need is not only a sound conceptual understanding of the international accounting 
issues but also a thorough knowledge of the regulatory environment in which these issues need to 
be tackled. 

International Accounting may sound ‘exotic’ and ‘mysterious’ and the reader may presume 
that a background of accounting or a foreign language is essential to appreciate it, but on going 
through the text, his fears would be allayed. A deliberate effort has been made to write in a 
lucid style, using illustrations and numeric examples, complemented with end-of-chapter Review 
Questions, and problems and cases where necessary. Besides, an attempt has been made to explain 
the basic concepts and methods where needed before dwelling on the problems associated with the 
international milieu. 

Chapters 1~3 provide an overview of the international dimensions of accounting and auditing. 
Chapters 4-9 deal with financial accounting issues in the international context and try to resolve the 
complex problems of foreign currency translation, consolidation, foreign inflation, transnational 
financial reporting and efforts at harmonization. A chapter is solely devoted to standard setting in 
India (Chapter 9) to provide the readers from abroad an insight into the Indian scenario. 

Few accounting problems of MNCs contain as many conflicting interrelationships as the 
dilemma of transfer pricing. Managing exchange risks in a scenario of floating exchange rates is 
another challenge facing the corporate controller. Tax planning and coordination has acquired 
new dimensions in recent years. The global investor has to wrestle with a host of cross-border 
differences while performing the stupendous task of comparing and contrasting potential investor 
opportunities before making any decision with regard to the same. All these problems have been 
analyzed in detail. 

The securities scam in India in 1991 not only rocked the financial markets but also triggered 
off a controversy regarding the duties of the auditors and emphasized the need for integrating 
ethics into the accounting curriculum. Joint ventures have become important vehicles of global 
investment in recent years and environmental protection has caught the attention of accounting 
professionals and law courts the world over. The reader is exposed to these emerging issues in 
Chapters 15-17. 

Although the primary target audience is graduate students of professional institutes such as the 
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Institute of Chartered Accountants of India and the Institute of Cost and Works Accountants of India 
and the Universities, the book will be of immense value to practising accountants and financial 
managers involved in decision making. 

Despite my best efforts, errors and obscurities are bound to occur in a book of this kind. Any 
constructive comments for improving the contents of the text would therefore be welcome. 


Shirin Rathore 
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Chapter 1 


International Dimensions of Accounting 


INTRODUCTION 

The birth of the science of accounting almost synchronized with the introviuction of money as a 
medium of exchange. Like other sciences, accounting has also passed through phases of refinement. 
It no longer limits itself to bookkeeping and preparation of financial statements. Accounting has 
developed into basically an information system that provides economic information to decision 
makers, both within and outside the finn. Thus, it not only guides management m day-to-day operations 
but also assists it in designing plans and policies for the future. A few decades ago, however, most 
accountants and financial executives were indifferent to the international dimensions of accounting 
and financial reporting. With the expansion of world trade and the emergence of a large number of 
multinational enterprises on the global scene they realized that a host of controversial issues exist in 
the international accounting arena. Today, it is a well established area of specialization. Though some 
authorities such as Samuels and Piper* have argued that there is nothing new about international 
accounting, accounting has always been international, from the time it emerged some thousands of 
years ago, because of its concern with international trade and because of the spread of ideas across 
countries. Choi and Mueller^ also say that: ‘The heritage of accounting is indisputably international. 
So, today’s concern with multinational accounting is more a renaissance than a new idea”. A similar 
view has been expressed by Parker,^^ “modern accounting is not the invention of one country, it has 
always been international in its scope”. This chapter focuses on the factors responsible for the 
increasing importance of the subject, its definition and scope. 

IMPORTANCE OF INTERNATIONAL ACCOUNTING 

The increased emphasis on international accounting in recent years can be attributed to a number of 
factors, significant among them, the developments in world trade, the emergence of multinational 
corporations (MNCs), the increase in international capital flows, the need to harmonize accounting 
across countries and the historical precedents to the effect. 

Developments in World Trade 

Though international trade existed from early Biblical times when caravans crossed national boundaries 
selling their wares, the last few decades have witnessed a dramatic change in both its character and 
volume. The early caravans have been replaced by modern means of transportation and the volume 
of trade has increased manifold. The evolution of mobility in factors of production such as capital 
and labour, broke new ground creating new international markets for goods, services and capital. In 
fact, the economies of virtually every country in the world have become increasingly interconnected 
by international business developments and activities. These developments have given rise to a host 
of unique accounting problems necessitating the evolution of a specialized branch of accounting, 
having an international dimension. 

J 
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Emergence of Multinational Corporations 

The appearance of multinational corporations in the international scene can, without doubt, be 
considered the single largest factor responsible for the increasing importance of international accounting. 
A multinational corporation may be defined in several ways, on the basis of its scale of operations 
in foreign countries, location of its ownership and control, worldwide distribution of assets, sources 
of profits, etc. However, the simplest definition would be a business organization operating in more 
than one country. Whatever the manner they may be defined in, it is an indisputable fact that MNCs 
have rapidly captured the global imagination. MNCs have permeated the literature on international 
relations and debates over MNC power and effectiveness have become a staple item at inter¬ 
governmental discussions throughout the world. Not only do they produce about one-third of the 
world’s economic output but they have also been instrumental in bringing about a significant 
increase in world trade and international flow of capital. In fact, they are often viewed as highly 
efficient economic engines, transferors of knowledge and skills to a multitude of countries and 
significant agents of economic and social development. There is, however, the other side of the 
coin too. Many critics, such as Rodriguez and Carter"^ opine that “the multinational firm is a global 
octopus, which at best is spreading knowledge and technological pollution around the world while 
swallowing assets everywhere and evading all national attempts to control if’. Interestingly, though 
we tend to view these giants as a product of modern development, the concept of MNCs is 
not new. British MNCs such as the East India Company existed even in the seventeenth century 
and were instrumental in the spread of the British Empire. Nevertheless, the fact remains that 
the organizational phenomenon of the multinational enterprise is here to stay and has played a 
predominant role in the transfer of accounting technology from one country to another. Tlie existence 
of MNCs, however, created a host of unique accounting problems that need to be tackled. For 
instance, when a firm enters the international arena there is no common unit of account or universally 
acceptable currency. The need to deal in a multiplicity of currencies gives rise to problems of 
currency translation. Again, the relative values of these currencies also keep fluctuating and 
consequently MNCs are confronted with the problem of foreign exchange risk management. Besides 
these unique accounting problems, MNCs have added a new dimension to certain problems that 
existed earlier at the domestic level. To elucidate, pricing interdivisional transfers is a problem 
which has developed as an inherent result of the movement towards decentralization of operations 
by large business firms. In the multinational context, however, the problem takes on more complex 
proportions as a result of complicating variables such as differential taxes, tariffs, government 
regulations, political risks, inflation and the like. Again, MNCs are required to prepare and consolidate 
financial statements of their subsidiaries, this task is rendered difficult when the subsidiaries are 
located in different countries having different currencies and accounting standards. The efforts that 
accountants have to put in for consolidation of financial statements would be greatly simplified if 
statements from all around the world were prepared on a uniform basis. Analogously, the task of 
preparing comparable internal information for performance appraisal of the subsidiary would also 
become much easier. 

Internationalization of the Capital Market 

The flow of capital across national borders has increased significantly over the years. A review of 
available statistics convincingly illustrates the interrelatedness of the world capital markets. E)ebt 
raised in international capital markets totalled more than 328 billion dollars in 1989 as against a mere 
53 billion dollars in 1980.^ This has, over the years, exercised a decisive influence on the emphasis 
on international accounting. For, the internationalization of world money capital markets means an 
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increasing role for intelligible, comparable, and reliable financial information. It is worth mentioning 
here that MNCs are not the only participants in the international capital markets; certain domestic 
concerns in India have also tapped the international markets for funds. In fact in the 1990s, Euroissues 
had become the buzzword in the Indian financial markets with a host of v^^ompanies having either 
gone in, or planning to go in for Euroissues. Some of the prominent names being Reliance Industries 
Ltd., Grasim, Hindalco, ITC, SPIC, Mahindra and Mahindra, Bombay Dyeing, Videocon and 
Indian Rayon. 

The need to provide comparable and reliable financial infonnation to nvestors and prospective 
investors in different countries acts as a fillip to the harmonization of accounting practices. Different 
national accounting standards militate against the efficiency of international capital markets and may 
even impair the ability of corporations to compete effectively for capital in those markets.^ Commenting 
on the impact of these differences, Barthes observes, “the business community is tired of differences 
in accounting. These differences lead to increased costs for those companu-s that operate and raise 
capital abroad.”^ Universally applicable standards of accounting and reporting would greatly enhance 
the comparability and reliability of financial statements provided to the pro>pective investors. Thus, 
comparability of information, the greatest benefit to flow from harmoni/.aticMi of accounting practices 
internationally would be instrumental in eliminating the current misunderstanding about the reliability 
of foreign financial statements and would remove one of the most important impediments to the flow 
of international investment. 

Historic Precedents 

The importance of international accounting can also be attributed to its past development. Modern 
accounting as it exists today, is the product of the combined efforts of a number of countries. History 
reveals that Italians were in the forefront in the fourteenth and fifteenth centuries. The double entry 
system of bookkeeping, the foundation on which modern accounting is based, emanated in Italy and 
later spread to Germany, France and the Netherlands in the sixteenth century, from where it reached 
the rest of Europe. In the seventeenth and eighteenth centuries, Britain’s political supremacy in the 
world with her vast empire enabled her to play a leading role in transferring accounting and auditing 
technology not only to the United States, but also to a large number of countries comprising the 
British Commonwealth. Accounting practices in India are also an example of the phenomenon. 

The situation, however, changed in the first half of the twentieth century. The US emerged as 
a super power and its strong economic influence resulted in the transmission of US accounting 
thought and practices to countries such as Germany, Japan, Mexico, Brazil etc.^ Thus, it will be seen 
that the heritage of accounting is truly international and despite nationalistic tendencies, historical 
antecedents strongly support internationalization of accounting. 

DEHNinON OF INTERNATIONAL ACCOUNTING 

There is no universally agreed definition of international accounting the reason being the existence 
of numerous aspects of accounting that have an international dimension. Samuels and Piper rightly 
refer to International Accounting as a loose term. An analysis of the literature on the subject reveals 
four different approaches to its definition: 

UnWersal or World Accounting 

Under this approach, international accounting would mean a universal system of accounting that 
could be adopted in all countries. Proponents of this concept have in mind the ultimate goal of an 
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international accounting system. Considering the prevalent state of global imbalances in economic 
development and not overlooking the decisive influence which economic, social, educative and 
cultural development has on the accounting practices discernible in a country, a universal system of 
accounting appears to be a distant dream. ‘Standardized International Accounting’ the term used by 
Choi and Mueller, which would include attempts at harmonization, at achieving similar levels of 
disclosure and similar methods of measurement from one country to another, appears to be a more 
realistic and perhaps partly attainable goal considering the efforts made in this direction by international 
organizations such as the International Accounting Standards Committee (lASC) and the International 
Federation of Accountants Committee (IFAC). 

Comparative International Accounting 

This involves a descriptive and informative approach and includes an analysis of the different accounting 
principles and practices that exist around the world, so as to enable the users to understand the 
differences and assess their effects on the financial reports. 

Pragmatic or Operational International Accounting 

The third approach includes the specific technical problems encountered by domestic enterprises 
and multinational corporations in international business. These problems include foreign currency 
translation, consolidation of accounts of a parent company and its foreign subsidiaries, foreign 
exchange risk management, accounting for foreign inflation, performance evaluation of foreign 
segments, etc. 

Politicized International Accounting 

This approach emanates from the involvement of world political institutions such as the United 
Nations and the Organization for Economic Cooperation and Development (OECD) in the 
harmonization of international accounting practices. The United Nations became involved in the area 
of corporate accounting and reporting as early as 1973, and in 1982 it set up an Inter-governmental 
Working Group of Experts on International Standards of Accounting and Reporting (ISAR) which 
is playing a central role in developing guidelines for transnational corporations in the area of information 
disclosure and accounting practices. 

Having seen the different approaches it would now be appropriate to examine a few definitions 
given by authorities in the field. 

Fantl refers to three major concepts in international accounting: 

1. A universal system 

2. A descriptive and informative approach covering the methods and standards of all countries 

3. Accounting practices of foreign subsidiaries and parent companies.^ 

Jennings has used the term in the context of universal or world accounting and has defined it as, “that 
set of accounting and auditing standards which could be accepted internationally”.‘^Weirich, Avery 
and Anderson have used three different approaches. These are: 

1. Worid accounting. In the framework of this concept, international accounting is considered to 
be a universal system that could be adopted in all countries. A worldwide set of generally accepted 
accounting principles, such as the set maintained in the US, would be established. Practices and 
principles would be developed which may be applicable to all countries. 
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2. Interaational accounting. A second major concept of international accounting involves a 
descriptive and informative approach. Under this concept, international accounting includes all varieties 
ot principles, methods and standards of accounting in all countries. This concept includes a set 
of generally accepted accounting principles established for each coufitry, thereby requiring 
the accountants to be multiple principles-conscious when studying international accounting. No 
universal or perfect set of principles would be expected to be established. A C( llection of all principles, 
methods and standards of all countries would be considered as the international accounting 
system. 

3. Accounting for foreign subsidiaries. The third major concept that may t'c applied to international 
accounting refers to the accounting practices of a parent and a foreign subsidiary. A reference to a 
particular country or domicile is needed under the concept for effective internallonal financial reporting. 
The accountant is concerned mainly with the translation and adjuslnu nt of the subsidiary’s 
financial statements. Different accounting problems arise and different acci*unting principles are to 
be followed depending upon which country is used as a reference for the pur poses of translation and 
adjustment. 

The first approach referred to by Weirich, Avery and Anderson*' in the above mentioned 
definition is an ideal which one cannot be very optimistic of achieving in the near future, for 
diversities in accounting practices are bound to exist on account of differences in social, economic, 
political and legal systems the world over. They rightly term it as the ultimate goal of an international 
accounting system. 

Evans, Taylor and Holzmann*^ have adopted a two-dimensional approach—the comparative 
and the pragmatic. Accordingly, international accounting would involve accounting for international 
transactions, the operational aspects of international firms, comparison of accounting principles and 
practices found in foreign countries, and the procedures by which they were established. 

The definition by Choi and Mueller*^ is very comprehensive and includes all the four approaches. 
According to them: 

International accounting extends general-purpose nationally oriented accounting in its broadest 
sense to (a) international comparative analysis, (b) accounting measurement and reporting issues 
unique to multinational enterprises, (c) accounting needs of international financial markets, and 
(d) harmonization of worldwide accounting and financial reporting diversity via political, 
organizational, professional and standard-setting activities. 

To sum up. International accounting may be defined as that branch of accounting which 
analyzes the different accounting principles and practices prevalent around the globe, deals with the 
specific technical problems encountered by individuals and MNCs in international operations and as 
its ultimate goal, attempts to develop a universal system of accounting that would receive acceptance 
the world over. 

SCOPE OF INTERNATIONAL ACCOUNTING 

An analysis of the definition of international accounting reveals that it covers a vast area. It is not 
so much a branch of accounting as a stratum, a cross-section of accounting. The cumulative effect 
of the changed character of international trade, predominance of multinational corporations, and the 
internationalization of money and capital markets is the origin of certain unique technical accounting 
problems having an international dimension. International accounting, therefore, covers a comparative 
study of financial accounting principles and practices in important countries of the world, and the 
similarities and diversities prevalent therein. 
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The operational or pragmatic dimensions include both financial and management accounting 
aspects. In financial accounting the coverage extends to the problems of foreign currency translation, 
accounting for foreign inflation, consolidated financial reporting and disclosure, and segment reporting. 
The important managerial accounting issues covered include multinational transfer pricing, budgeting 
and performance evaluation of foreign subsidiaries, foreign investment analysis, exchange risk 
management, analysis of foreign financial statements and international taxation. No text on international 
accounting can be complete without an examination of the efforts made at harmonization of accounting 
practices the world over. Again, certain new issues have cropped up in the area on account of the 
developments in the financial markets which need attention e.g., accounting for new financial 
instruments, global joint ventures etc. Environment protection, integration of ethics into the accounting 
curriculum and internationalization of accounting education are some of the other current issues 
which need consideration. 

STATUS OF INTERNATIONAL ACCOUNTING EDUCATION: WORLD SCENARIO 

The importance of international accounting and the need for it to be taught were visualized by 
Mueller way back in 1967. At the Second International Conference on Accounting Education (ICAE) 
in London he proposed, “that a separate international accounting course ought to be taught until full 
curriculum infusion of international accounting topics occurs, and in course of time a separate course 
on the subject will wither away at most institutions”.Since then international accounting has come 
a long way and is being made use of quite extensively. There could be two approaches to the teaching 
of international accounting—it could be taught as a separate course or it could be fully merged into 
the curriculum. For instance, while teaching transfer pricing to students of management accounting, 
its international aspects could also be covered by the instructor and so on. Adoption of the second 
approach is the ultimate goal and expectation of the proponents of international accounting. 

As regards the status of international accounting education the world over, the International 
Accounting Section of the American Accounting Association formed two Education Committees. 
The first Committee was set up in 1989 chaired by Maureen Berry and was entrusted the task of 
collecting and developing an accounting course syllabus with an internationalized component. The 
second Committee (1990-92) was chaired by Edward Shoenthal and it conducted a worldwide survey 
of international accounting courses. Over 5(X) colleges and universities were contacted for syllabi by 
the committee members. An analysis of the syllabi collected by the Committee revealed that the 
topics areas were numerous and the coverage also was considerably varied. 

The Committee carried out its analysis on the basis of a twofold classification: syllabi of 
institutions in the US and syllabi of institutions outside the US, which it termed as international 
institutions. The relative importance of the topics taught has been ascertained on the basis of the 
number of institutions teaching the topics and the average number of contact hours spent on them. 
The Committee selected ten items which are taught with the most frequency in both US and non- 
US institutions (see Tables l.l and 1.2). However, the Committee inserted caution with regard to 
interpretation of the average number of hours spent by institutions outside the US. Since the syllabi 
from several international institutions distributed only a summary list of topics, it was assumed that 
each held equal importance in the course. 

In case of US institutions, the Committee found that introductory topics aside, the most frequently 
taught subjects are management accounting issues and accounting for foreign exchange transactions. 
In case of other international institutions, while accounting for foreign exchange translation is one of 
the two most important topics, taught, international accounting standards has a priority over management 
accounting issues. 
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Table 1.1 International Accounting Topics Taught in the USA 


Serid 

No. 

Topic 

Number of 
institutions teaching 

Average number of 
contact hours spent 

1. 

Definition of international accounting 

44 

2.56 

2. 

Management accounting issues 

39 

3.68 

3. 

Accounting for foreign exchange translation 
(SFAS No. 52) 

39 

3.33 

4. 

The institutional framework of harmonization/ 
lASC standards 

37 

3.08 

5. 

Taxation-transfer pricing 

32 

1.82 

6. 

Description/comparison of financial reporting 
practices by countries 

31 

7.03 

7. 

Accounting for inflation (cross-national comparisons) 

29 

2.73 

8. 

International auditing (external) 

29 

1.87 

9. 

Taxation—US taxation of foreign income 

26 

3.25 

10. 

Description/comparison of financial reporting 
practices by analyzing foreign financial statements 

23 

2.90 

Note: 

Source: 

Syllabi for US institutions totalled 49. 

Course Syllabi Project 1989-92, International Accounting Section of American Accounting Association, Sarasota, 
Florida, 1993. 


Table 1.2 International Accounting Topics Taught at Intpmational Institutions 

Serial 

No. 

Topic 

Number of 
institutions teaching 

Average number of 
contact hours spent 

1. 

The institutional framework of harmonization/ 
lASC standards 

12 

2.58 

2. 

Accounting for foreign exchange translation 
(SFAS 52) 

10 

3.75 

3. 

Introduction and definition of international 
accounting 

9 

2.78 

4. 

Taxation-transfer pricing 

9 

2.03 

5. 

Management accounting issues 

8 

4.47 

6. 

Description/comparison of financial reporting 
practices by countries 

7 

5.64 

7. 

Foreign exchange—basis, products, terminology 
and mechanics 

7 

3.61 

8. 

Classification of financial reporting practices 
(systems) 

7 

2.43 

9. 

Systems of taxation outside US 

7 

2.07 

10. 

The measurement disclosure debate 

6 

2.67 


Source: Course Syllabi Project 1989-92, International Accounting Section of Annerican Accounting Association, Sarasota, 
Florida, 1993. 
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The topics taught at each institution also vary widely. In the USA, for instance, one institution 
teaches only one topic (i.e. description/comparison of financial reporting practice by countries) while 
another institution teaches as many as 24 topics. As regards institutions outside the US, the topics 
taught range from a minimum of five to a maximum of 15. It will thus be seen that while in the 
1960s, we were largely talking about international accounting—in the 1990s, we are doing it. In 
today’s environment, technical, managerial, professional and regulatory attention to international 
accounting is certainly pervasive. 

STATUS OF INTERNATIONAL ACCOUNTING IN INDIA 

Until recently international accounting had been accorded very lukewarm treatment by 
academicians and accounting professionals. Very few universities included it as a complete compulsory 
course at the postgraduate level. However, the impact of the bold economic and financial 
reforms introduced by the Government over the past 2-3 years, particularly the dramatic 
announcement regarding the partial convertibility of the rupee in 1992, followed by full 
convertibility on current account in March 1993, accompanied by a liberalized two-way investment 
policy inviting foreign direct investment into the country and permitting investment overseas, is 
already reflected in the spate of Euroissues, foreign collaborations, the comfortable foreign 
exchange reserves position and the increased focus of corporations on exports. Thus, as the edifice 
of ‘Licence Raj’ crumbles, as tariff barriers are brought down, as monopolies vanish and foreign 
multinationals enter the country, Indian industry is suddenly exposed to winds of dramatic change. 
The ability to manage this change would be crucial to our success. In the accounting field, the need 
for trained professionals to tackle the problems of foreign currency translation risk management, 
international financial reporting etc., will be felt. It is heartening to note that many business and 
management courses are in the process of revision or have already been revised to include 
numerous international dimensions of accounting. Even the revised syllabus of the Institute of 
Chartered Accountants of India includes topics such as PERM, foreign currency transactions, exchange 
rates etc.^^ One may conclude on an optimistic note that in the next few years, International 
Accounting will be accorded its rightful place by the Indian academic community and professional 
institutes. 

SUMMARY 

As the volume of international financial operations and cross-border investments continues 
to surge, an urgent need is felt for a common language of business in the financial statements 
of corporations. The cumulative effect of all these factors is the increased emphasis in 
recent years on international accounting. International accounting is, however, a loose term, 
with no agreed definition. Four different approaches to the definition are visible. Universal or 
world accounting, comparative international accounting, pragmatic or operative international 
accounting and politicized international accounting. The scope of international accounting is large. 
It covers a comparative study of accounting principles and practices in important countries of the 
world. The pragmatic dimension includes both financial and managerial issues in the international 
context. The status of international accounting in India is not very encouraging at present. However, 
the government’s efforts over the last three years directed at globalization of the economy will 
compel academicians and professionals to give international accounting the importance which is its 
due. 
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REVIEW QUESTIONS 

1. Discuss the factors that have induced the internationalization of accounting. 

2. Examine the different approaches to the definition of international accounting. 

3. “The definition of international accounting as given by Weirich, Avery .md Anderson has stood 
the test of time.” Comment. 

4. Define International Accounting and examine its scope. 

5. “A major reason for the recent increased emphasis on international accounting has been the 
change in international business during the past half century.” Commeni. 

6. “Some knowledge of international accounting may be necessary for a co mpany even if it is not 
a multinational.” Do you agree with this statement? If so, explain your position. 

7. “There is nothing new about international accounting. It has always been international from the 
time it emerged some thousands of years ago.” Do you agree with the above statement? Explain 
your position. 

8. Examine the status of international accounting in India. Do you foresee any changes in the near 
future? If so why? 
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Chapter 2 


Internationalization of the Accounting 
Profession 


INTRODUCTION 

The last decade of the twentieth century is witnessing the emergence of a trend towards globalization 
of the market place for goods and services. We are experiencing an unprecedented and irrevocable 
restructuring of worldwide economic activity. The demolition of the Berlin Wall, the transformation 
of centrally planned economies and the liberalization of hitherto protected economies are factors 
which call for a new orientation of the accounting profession provincially, nationally and internationally 
for the practice of accounting is utilitarian, being conditioned by the requirements of the society in 
which it is conducted. Consequently, over the years the accounting profession has rapidly grown in 
stature and has become a dynamic catalyst for infusing accountability into business and non>business 
systems. From bookkeeper to information technologist, the accountant has come a long way but he 
still has many more miles to go, for internationalization is one aspect where the profession has moved 
extremely slowly. Internationalization of accounting is picking up, but the globalization of the profession 
is far behind. This chapter seeks to throw light on the state of the accounting profession in select 
countries of the world, the factors responsible for the slow pace of internationalization of the profession 
and the efforts made in this direction. 

THE ACCOUNTING PROFESSION IN SELECT COUNTRIES 

The United States 

The United States is a federation of fifty individual States. Each state has its own legislative body 
with extensive powers to control business activity and levy taxes within its jurisdiction. To enter the 
public accounting profession, an individual has to become a ^Certified Public Accountant' (CPA). 
This licence to practise is conferred by the individual States, hence the requirements for qualification 
also vary slightly from State to State. By' and large, however, the requirements for becoming a CPA 
comprise: (a) a specified number of hours of education in accounting, typically at a university; 
(b) a period of experience; and (c) clearing a rigorous comprehensive examination conducted by the 
AICPA, the national body of practising accountants. 

The rules for passing the examination arc rather stringent. At least two parts have to be passed 
simultaneously to obtain a credit for any part of the examination. This results in a conditional pass. 
The remaining parts must be cleared within a stipulated time. If a candidate fails to pass at least two 
parts, the entire examination has to be retaken. It is on account of the comparatively lengthy and 
stringent standards for becoming a CPA in the USA, that the American CPAs enjoy a professional 
status and are generally highly paid for their services.^ 

11 
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The United Kingdom 

The accounting profession in the UK has a long and distinguished history. In fact, Britain was the 
first country in the world to develop an accounting profession. It has six multiple accounting 
organizations. These are: 

1. The Institute of Chartered Accountants in England and Wales. 

2. The Institute of Chartered Accountants of Scotland. 

3. The Institute of Chartered Accountants in Ireland. 

4. Chartered Association of Certified Accountants. 

5. The Chartered Institute of Management Accountants. 

6. The Chartered Institute of Public Finance and Accountancy. 

The first three institutes and the Chartered Association of Certified Accountants have members 
engaged in all areas of accounting. The Chartered Institute of Management Accountants (CIMA) 
particularly caters to accountants engaged in management accounting in commerce and industry. 
Members of the Chartered Institute of Public Finance and Accountancy (CIPFA) are primarily employed 
by the government. 

This multiplicity of professional organizations in Britain is a reflection of historical events 
rather than any overall planned coverage of membership and distribution of functions among them. 
It was realized that this multiplicity of professional bodies creates redundancy and an unsuccessful 
attempt was made in 1971 to integrate the profession. The Consultative Committee of Accountancy 
Bodies (CCAB) is only a loose form of coordination between the various bodies. 

In the UK, the entry route to the profession is twofold: the candidate has the option to join the 
profession either through university training or through on-the-job training and meeting the educational 
requirements through courses offered by national professional institutes or societies. 

To coordinate their international activities, particularly the initiative to enhance mutual 
recognition, the three institutes of Chartered Accountants of England and Wales, Scotland, and 
Ireland established the Chartered Accountants Joint International Committee (CAJIC). 

Canada 

The accounting profession in Canada is well developed and active. It has the direct responsibility 
for authoritative statements of acceptable accounting practice. Like many other countries, Canada 
also has more than one national professional accounting organization. These organizations include 
the Canadian Institute of Chartered Accountants (CA), the Certified General Accountant’s 
Association of Canada (CGA), and the Society of Management Accountants of Canada (CMA). 
All three associations were founded by Federal Charter: the CA in 1902, CGA in 1913 and CMA 
in 1929. 

Chartered Accountants are engaged in all areas of professional accounting and enjoy equal 
public accountancy rights throughout Canada, While Certified General Accountants aie also engaged 
in all areas of professional accounting, full accounting rights are not available to them in all the 
12 provinces and territories of Canada. CMAs on the other hand, restrict themselves formally to 
practising management accounting. 

Each Canadian professional association regulates its membership by establishing educational 
and practical experience requirements, postgraduate education standards, and a code of ethics and 
rules of professional conduct.^ 
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Germany 

There are two professional bodies in Germany: the Institut der Wirtschaftsprufer (Institute of Auditors) 
and the WirtschaftsprUferkammer (Chamber of Auditors). The German equivalent of an American 
CPA is Wirtschaftsprufer (WP). Similar to the American Institute of ( PAs, the Institut der 
Wirtschaftsprufer in Germany was established by legislative action in 1931. To qualify as a WP, a 
person must graduate from a university and have at least 5 years of practical business experience of 
which at least 4 years must be in the accounting profession. Then the candidate must pass both 
written and oral examinations. Educational requirements are set by law and the WP licence is granted 
by the Secretary of State. Candidates must pass the entire examination at ^^ne time, and they are 
allowed to take it only twice.^ It is on account of the rigorous education and training requirements 
that the accounting profession in Germany is very small but it also ensures that highly qualified 
persons enter the profession. All WPs must be members of the Wirtschapspriiferkartimer (WK), 
membership of the Institute of Auditors is however, voluntary. 

To cope with the problems consequent upon the opening up of East Germany and its reunification 
with the Western State, the two West German professional bodies conducted seminars for members 
of the East German profession to familiarize them with the peculiarities of accounting and audit in 
capitalist economies as compared with the working of the audit department of the East Berlin finance 
ministry where they were formerly employed."^ 

France 

There are two professional accounting bodies in France also, namely Order des Experts Comptables 
et des Comptables Agrees (Order of Accounting Experts) and Compagnie Nationale des Commissaires 
aux Comptes (CNCC). To become a member of the Order of Accounting Experts, a candidate must 
be 25 years of age and must pass an examination covering accounting, economics, and law. This is 
followed by a three year professional internship and advanced examination consisting of a compulsory 
portion covering auditing, financial management, company law, and an elective portion where the 
candidate has a choice between four subjects: law, data processing, the common market law and 
international economics, or management organization and control. The last part of the examination 
comprises a thesis on a professional subject. A member of the Order of Accounting Experts is known 
as an "'expert comptable''. 

Statutory audits may only be carried out by commissaires aux comptes and societes civiles 
professionnelles (professional nontrading companies) composed of commissaires aux comptes — that 
is to say, those persons and companies who are inscribed under the provisions of the statute. Persons 
and companies so inscribed may carry out statutory audits anywhere in France. Expert comptables 
are automatically eligible for inscription but comptables agrees* and other candidates for inscription 
are required to pass the prescribed examination or to show that they have acquired 15 years of 
appropriate practical experience which period may be reduced to 10 years in certain circumstances.^ 

Listed companies in France are required to appoint two auditors. Recently the National council 
of the CNCC adopted a new standard which provides that, “in all cases where a company must 
appoint more than one auditor, the auditors may accept the engagement only if they belong to or 
represent different firms’’.^ 


* A comptable agree is a technician whose usual professional work consists in writing up, posting, opening, 
closing, supervising and in the course of such work, rectifying, the accounts of companies and organizations 
to which he is not bound by a contract of employment. 
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The Netherlands 

The first professional accounting body in the Netherlands was the Nederlands Instituut van Register- 
accountants (The Netherlands Institute of Accountants) established way back in 1895. The Registered 
Accountants Act which became effective in 1967 united the various accounting bodies in existence 
in the Netherlands under the Netherlands Institute of Registered Accountants (NIvRA). The Act 
provides for a professional register that includes only those accountants who possess the requisite 
qualification from a Dutch university or a diploma from NIvRA. The standards for entrance to, and 
training for, the profession are very high. Consequently, the Dutch accounting professionals are held 
in high esteem the world over. 

The accountants whose names are entered in the register may legally use the title 
"registeraccountants\ The Act on Annual Accounts of Enterprises issued in 1970 which made audit 
of a large number of companies obligatory restricts the performance of such statutory audits to 
registered accountants only. A unique feature of the profession in Netherlands is its close tie with 
the universities and academic pursuits. Many leading practitioners also hold tenured professional 
appointments and vice versa.^ 

Japan 

Japan's increasing influence on the world economy has not been matched by a similar improvement 
in the stature of its accounting profession. Japanese accounting firms are small and wield little 
influence. The reason is not far to seek, accounting in Japan has primarily been a government 
function. The initial accounting requirements were those incorporated into the Commercial Code of 
1890. In national economic and accounting matters, the role of the Ministry of Finance is dominant 
and role of the Japanese Institute of Certified Public Accountants (JICPA) is only secondary. In fact, 
the JICPA came into existence as a result of the first national law to establish a modern accounting 
profession, i.e. the CPA Law, which was passed in 1948. Thus, legislative action and the delegation 
of responsibilities by the Ministry of Finance (MOF) have created an institutionalized public accounting 
profession in Japan which is relatively small in size. 

An entrant into the profession is required to pass three levels of examination to become a CPA 
{Konin Kaikeishi): (a) a preliminary examination, (b) an intermediate examination, and (c) a final 
examination. 

The preliminary examination covers knowledge and understanding of the field of liberal arts. 
University and college graduates are exempt from this examination as they study liberal arts during 
their graduation. The intermediate examination is fairly tough and covers seven subjects all of which 
must be cleared in one sitting. The subjects include: auditing, bookkeeping, business administration, 
commercial code, cost accounting, economics and financial accounting. Those who pass the 
intermediate examination can register with the MOF as junior CPAs {Kaikeishi ho). However, the 
pass rate for the intermediate examination is low; it is normally only about 7 to 10 per cent.® 

A junior CPA is then required to undergo three years* apprenticeship of which one year is 
prescribed training and two years are of practice accounting or auditing experience, only then is he 
or she entitled to appear for the final examination. The final examination is a combination of 
written and oral testing. It attempts to test the technical competence of the candidate. It, therefore, 
covers auditing practice, financial analysis and advanced accounting practices (including taxation). 

In contrast with the other developed countries the Japanese accounting profession exercises 
little influence on the preparers of financial information. For though their pronouncements are 
supported by strong sanction from the Ministry, they tend to deal with relatively minor matters. The 
important matters relating to financial reporting are taken care of by the Business Accounting 
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Principles of the Business Accounting Deliberation Council (BADC). Another reflection of the relative 
weakness of the profession is the fact that auditing standards are issued by the BADC and the Audit 
Committee of the JICPA merely supplements these standards. 

In 1990, the then Chairman of the JICPA Mr Kazuo Yagami issued a statement outlining 
developments in hand and those planned for implementation. These projects are intended to give 
greater support to its members and increase the services they may offer. The major expansion plans 
include: 

1. The Institute is planning to review the CPA system in Japan, keeping in mind the relevant 
statutes as well as its own regulations. The review is to take place in consultation with other interested 
parties and the project team has already been approved. 

2. The Institute has plans to expand its facilities for training CPAs. 

3. There is also a programme to promote nonaudit business by its members e.g. management 
consultancy, and tax matters. 

4. A working team has also been appointed to review the lASC’s Statement of Intent in the 
context of some accounting methods peculiar to Japan.^ 

Taiwan 

Taiwan or what is officially known as the Republic of China (ROC) underwent rapid economic 
development in the 1980s. This economic development was accompanied by a significant 
internationalization of Taiwan’s economy. It also became the twelfth largest trading country in 
1989.^® The speedy economic development in Taiwan fostered the healthy growth of the Taiwan 
Stock Exchange, the number of corporations listed on the Stock Exchange also went up. The cumulative 
effect of all these developments was the need to develop a sound national accounting 
profession capable of shouldering the responsibility of providing reliable and comparable 
financial statements. Consequently, the National Federation of CPA Association (NFCPAA) was 
reorganized in 1982. The NFCPAA is subject to dual supervision: as an organization handling CPA 
affairs under the Ministry of Finance, it is responsible for issuing CPA certificates; and as a 
social organization, it is under the supervision of the Ministry of the Interior responsible for social 
affairs. A distinguishing feature of the NFCPAA is that its membership comprises provincial 
and municipal associations, rather than individual members. Accordingly, its membership 
cornprises the Taiwan Provincial CPA Association, The Taipei Municipal CPA Association and the 
Kaohsiung Municipal CPA Association. Although these three associations cooperate with the NFCPAA, 
they have some autonomy. For instance, according to section 34 of the CPA Law each association 
is entitled to form its own disciplinary committee to maintain discipline among its members. 

An individual is required to be a CPA with two years of practical accounting experience in an 
accounting firm or in a government or private organization in order to register with a provincial or 
municipal department of finance, which maintains a register of CPAs. A registered CPA has to 
acquire membership of a CPA association before he can enter practise. 

As regards qualifications of CPAs, the CPA Law (Section 1) stipulates that a Chinese citizen 
who has passed the CPA examination and received a CPA certificate can serve as a CPA. The 
Ministry of Examinations holds the CPA examination once a year. A Bachelor’s degree in accounting, 
or a related field, from a local or foreign university or college recognized by the Ministry of Education 
is necessary to take the CPA examination. However, non-graduates are allowed to appear if they have 
passed certain low-level examinations for accountants and have four years’ work experience in the 
accounting field. 
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Interestingly, there also exists a provision for a simplified examination to qualify as a CPA 
which may be taken by a Chinese citizen with one of the following qualifications: 

1. A Bachelor of Accounting or related degree from a local or foreign university or college 
recognized by the Ministry of Education and employment as an accountant or auditor with a specified 
minimum rank within the government or armed forces for at least three years; 

2. A Bachelor of Accounting or related degree from a local or foreign university or college and 
service as at least an instructor for a minimum of three years or as a professor for two years at a 
university or college; or 

3. A foreign CPA certificate which has been recognized by the Ministry of Examinations, in 
which case the examinee is tested only on corporate and tax laws. 

This simplified examination is held twice a year. Sole proprietorship and partnership are the 
more popular forms of organizations for CPAs. The CPA law in Taiwan is prohibitive and has the 
effect of restricting the practice to the Chinese. Section 47 provides that if the law of a foreign 
country permits a Chinese citizen to practise as an accountant, then the citizen of that country can 
practise in Taiwan, if he has passed the CPA examination in Taiwan or gained approval of the 
Ministry of Finance. The big six firms have all established cooperative relations with local accounting 
firms for engaging in audit practice. 

People’s Republic of China (PRC) 

The reforms in the economic structure of China introduced in 1979 have had a far-reaching impact 
on every aspect of society. The Chinese accounting theory and practice have also undergone a 
significant evolution to accommodate these rapid changes. The Regulation of the People’s Republic 
of China on Certified Public Accountants (CPAs) became effective on October 1, 1986. This was 
followed by the establishment of the first Regional Institute of Certified Public Accountants in 
Shanghai in April 1987 with an initial membership of 148 CPAs from four accounting firms. The 
China Institute of Certified Public Accountants (CICPA) was founded in November 1988. It has been 
entrusted with the responsibility of registration of CPAs, CPA firms, and the conduct of CPA 
examinations. CPAs registered in China are members of the CICPA. Outstanding professors, 
academicians, and practitioners may also become members of the Institute upon recommendation and 
approval of the Executive Board of the CICPA. 

As regards qualifications to become a CPA, the Regulation of the PRC on CPA provides in 
Article 6 that, a candidate appearing for the CPA examination must be a Chinese citizen and must 
be a college graduate or a person with an equivalent academic education and must have worked in 
the accounting or auditing field for more than three years. 

The second route to entry is to qualify through the evaluation process. This route is available 
to an applicant who is either a senior accountant or an accounting professor and/or associate 
professor or a research fellow or an associate fellow with experience in accounting practice. 

The CPA examination is directed, organized and supervised on a uniform basis by a national 
examination board approved by the Ministry of Finance. The examination covers accounting, financial 
management, auditing, economic laws and relevant regulations. A person working on the staff of 
government agencies is not permitted to practise as a CPA: 

India 

Like many other countries, India also has two accounting bodies. The Institute of Chartered 
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Accountants of India (ICAI) and the Institute of Cost and Works Accountants of India (ICWAI). 
The ICAI was established by an Act of Parliament (i.e. the Chartered Accountants Act, 1949) for 
the purpose of regulating the profession of chartered accountants in the country. The Institute is a 
body corporate consisting of all persons whose names are carried on the Register of Members of 
the Institute. The headquarters of the Institute are located at New Delhi Besides, it has five 
regional offices in Bombay, Calcutta, Kanpur, Madras and New Delhi and 81 branches of the 
Regional Council located at important cities in the country, llie Institute has also opened seven 
chapters outside the country, these are at Abu Dhabi, Bahrain, Doha, Dubai, Jeddah, Muscat and 
Zambia. 

The ICAI has the unique distinction that it performs multifarious functions. As part of its 
obligation to regulate the profession of chartered accountants, it enrols students for the professional 
course, imparts theoretical education to them, requires them to undergo practic Ml training concurrently 
and holds qualifying examinations. It grants membership to successful canilidates, and certificates 
of practice to members intending to practise the profession. The other functions include exercising 
disciplinary jurisdiction over its members and offering continuing professional education opportunities 
to them. 

The professional course of chartered accountancy is of three years’ duration and is a blend of 
theoretical education and practical training imparted concurrently. The entry route to the profession 
is now twofold: The first route is to be followed by candidates who are graduates with a minimum 
specified percentage of marks. The second route is open to undergraduates or graduates who are not 
able to secure the minimum specified percentage of marks at the graduation examination. More 
specifically stated the provisions are: 

The candidate who desires to register as a student articled clerk for the chartered accountancy 
course*^ should be: 

(a) a commerce graduate who has passed the graduation examination with accountancy, auditing 
and mercantile or commercial law as full papers securing in the aggregate a minimum of fifty per 
cent of the total marks in the examination; or 

(b) a non-commerce graduate who has passed the graduation examination with any subject 
other than mathematics securing in the aggregate a minimum of 55 per cent of the total marks in 
the examination; or 

(c) a non-commerce graduate who has passed the graduation examination with mathematics 
as one of the subjects securing in the aggregate a minimum of sixty per cent of the total marks in 
tlie examination. 

The candidate should have qualified the Foundation/Entrance Examination. The Institute 
introduced the Foundation Course in April, 1992. It is a one-year pre-professional course and can 
be taken up by those who have passed the Senior Secondary School Examination or its equivalent 
or by graduates who do not fall in any of the three categories listed in the first provision. Subjects 
to be covered in the Foundation course include: fundamentals of accounting, mercantile law, 
mathematics and statistics, and economics. Thus, since A*pril 1992 it is not essential for a professional 
chartered accountant to hold a bachelor’s degree of a university 

The foundation examination is held in June and December every year, in order to be eligible, 
the candidate must comply with the requirements of the Postal Test Scheme of the Board of Studies 
of the Institute. As an alternative to the Postal Test Scheme, a student may attend the classes 
organized by certain educational institutions specially accredited by the Board of Studies for the 
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purpose. After passing the foundation examination, one can register as an articled clerk with a 
practising chartered accountant and pursue the course. 

The Scheme of Examination for the theoretical education consists of intermediate and final 
examinations. The new syllabus for the intermediate examination, effective from the November 1994 
examination, covers courses in advanced accounting, auditing, corporate and other laws, cost accounting, 
income tax and central sales tax, organization and management, and fundamentals of electronic data 
processing. 

The subjects covered in the new final syllabus are advanced accounting, management accounting 
and financial analysis, advanced and management auditing, corporate laws and secretarial practice, 
advanced costing and cost systems, systems analysis, data processing and quantitative techniques, and 
direct and indirect taxes. 

The candidate is required to put in three years of practical training as an articled clerk. However, 
after passing the intermediate examination the candidate is permitted to serve at his or her option, 
part of the practical training in a financial, commercial or industrial undertaking approved by the 
Institute. It must be mentioned here that it is not essential for the candidate to clear all the papers 
of the intermediate or the final examination in one sitting. 

It will thus be seen that in order to become a member, a person must have passed the Institute’s 
examination, completed the practical training requirement and attained the age of 21 years. There are 
two categories of members—Associate and Fellow. Every person whose name is entered on the 
Register of Members is deemed to be an associate member of the Institute and has the right to use 
the distinctive letters “ACA” signifying that he is an Associate Member. A member who has been 
an associate and has been in continuous practice for not less than 5 years in India is entitled to apply 
for fellowship and can use the distinctive letters ‘F.C.A.’. 

A member of the Institute desirous of practising as a chartered accountant, whether within or 
outside India, is required to obtain a certificate of practice from the Institute. A practising member 
of the Institute is not allowed to engage in any business or occupation other than the profession of 
accountancy, without obtaining the prior permission of the Council of the ICAI. However, the 
interpretation of the termx‘profession’ in India is broad and covers: preparation of financial statements, 
auditing, taxation, cost accountancy, special company work such as formation etc., investigation to 
ascertain the financial position of business, executors under a will, directors of a company, management 
accountants and share valuation work. 

To ensure that its members maintain the quality of service and acquire the level of knowledge 
expected of them, the Council at its meeting held between 26-29 May, 1994 decided that members 
in practice should be required to undergo compulsorily 25 hours of CPE (Continuing Professional 
Education) programme in a block period of 5 years. However, members in practice who have attained 
the age of 65 years have been exempted from this provision.*^ 

All the major international accounting firms are represented in India. However, accounting 
firms in India tend to be very small by western standards. Besides, the middle tier as understood 
elsewhere, does not really exist in India. 

The other accounting body in India is the Institute of Cost and Works Accountants of India 
established under the Cost and Works Accountants Act, 1959. Its objective being to promote, regulate 
and develop the profession of cost and management accountancy. Entry to the profession is also 
through passing the theoretical examination and completing the prescribed practical training. The 
provisions relating to the admission of a person as an Associate or a Member Fellow of the ICWAI 
are similar to the corresponding provisions of the Chartei ed Accountants Act. The Associates and the 
Fellows are entitled to use the letters AICWA and FICW’A respectively after their names. Where the 
Central Government directs an audit of the cost records of a company, such an audit has to be 



nsiTERNATIONALIZATION OF THE ACCOUNTING PROFESSION 


19 


conducted by a cost accountant within the meaning of the Cost and Works Accountants 
Act, 1959. 

INTERNATIONALIZATION OF THE PROFESSION 

As stated earlier, the accounting profession has been rather slow in internationalizing itself. The 
probable reason for this state of affairs could be the strict nationalistic regulations and efforts to 
protect the domestic industry. Rigid nationalistic rules prevalent in a countr) make it difficult for a 
foreign-licensed auditor to practise there. This is unfortunately the state prevading in both developed 
and developing countries, as is reflected from a comment in the World Accounting Report, “several 
American States do not recognize the qualifications of foreign accountants who wish to sit for the 
US professional accounting examinations—the CPA examinations”.Interestingly, Americans are 
themselves subject to State-by-State restrictions. 

A similar situation prevails in Canada. Public accounting regulation in Canada falls within the 
provincial Jurisdiction and requirements vary greatly from province to province. In some provinces, 
there is no regulation while in others there is complete legislated equality among all the three 
designations of accountants referred to earlier. These widely differing requirements serve to hinder 
the interprovincial mobility of all accountants. It is essential that barriers to professional mobility 
within Canada be eliminated. Some countries such as China restrict the profession to its own nationals 
only. In this context, the observations of Kanga,'^^ a former Chairman of the AICPA deserve 
mentioning: 

Nationalistic initiatives are leading to what appears to be a worldwide epidemic of restrictive 
legislation, strict new licensing requirements and sudden enforcement of rules largely ignored 
previously. And most of these actions, while held out as necessary to protect the public interest, 
appear to have been designed to curtail the activities of the international firms. 

He, however, expressed the hope that these national barriers would diminish in the long run. Let us, 
therefore, examine some of the factors that support the internationalization of the profession. 

Factors Supporting Internationalization of the Profession 

With the efforts of the various international bodies such as the lASC, directed at harmonizing 
accounting standards making headway, the differences in the standards and the quality of professional 
work required the world over will tend to narrow down, making it easier for professionals in one 
country to carry out their professional duties in another. As Wells comments, “Due to the inherent 
advantages of double entry bookkeeping basic accounting practices are the same throughout the 
world and people trained in one country should have little difficulty in adapting to practices in 
another country”.This would be particularly so if standards are harmonized. 

With the expansion of international business and investment activities the multinational investor 
will demand such cooperation. Hence, any attempt to nationalize the practices of accounting and 
auditing will be viewed as being unwise and against the interest of investors. The Indian experience 
vouches for this phenomenon. KPMG Peat Marwick opened an office in Bombay towards the close 
of 1993 and according to Tim Hayward, KPMG’s international liaison partner for India, this step was 
taken in response to the wishes of their clients. He states, “A lot of our clients have asked why we 
are not there to support them. The scene in India has changed dramatically and there has been an 
increase in investment by international connpanies as a result of the liberalized programmes adopted 
by the Indian Government, it was a logical step to take”.^^ 
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To follow suit is Ernst and Young which is planning to expand its operations in India 
taking into account the sweeping liberalization in the economy. According to a report in a leading 
daily, 

“A high level delegation of Ernst and Young (E & Y) led by Chairman E.O.N. Elledge is arriving 

in India to discuss the prospects of increasing their business in India. Some of the major clients 

of E & Y like Coca Cola, Texas Instruments, Intel, Amex, Bata, Adidas, McDonald, Wrigley and 

CNN have entered and many of them are planning to invest in a big way."*^ 

Multinational investors would, therefore, pave the way for internationalization of the profession. 

Reciprocity or Mutual Recognition 

This unprecedented and irrevocable restructuring of worldwide activity calls for a new orientation 
of the accounting profession throughout the world. There is a growing need for mutual recognition 
of professional accounting qualifications and practice reciprocity by professional accounting 
bodies. 

A first step in this direction has been taken by the EC. The Mutual Recognition Directive has 
enshrined the right of an accountant to work in all member States. The directive provides that host 
member States may require migrant professionals to make good any deficiencies between their 
original qualifications and those they seek to acquire in the member States where they wish to 
practice. This ‘adaptation’ may be carried out either by an aptitude test or through a period of 
supervised practical experience, but not both. In case of the accounting profession, the member 
States stipulate the method to be followed for adaptation. For instance, in UK the Department of 
Trade and Industry stipulates that all migrant professionals coming to the UK must take an aptitude 
test. 

Similarly, the Free Trade Agreement (FTA) signed by the US and Canada in 1989 facilitates 
the cross-border flow of accounting services. More significantly, an addendum to the FTA has 
mandated a system of mutually recognized certification among Canadian and US accountants. The 
addendum recognizes the validity in Canada of the US certified public accountancy qualification. In 
return, the US has agreed to recognize the qualification of Canadian chartered accountants, certified 
general accountants, certified management accountants and baccalaureate degree in accounting. This 
agreement thus paves the way for Canadian CAs to work as CPAs in the US after they pass the 
Canadian Chartered Accountants and Uniform Certified Public Accountants Qualification Examination 
(CAQEX). 

The new Uniform Accountancy Act (UAA) published in 1992 by the AICPA and the NASBA 
(National Association of State Boards of Accountancy) however, contains a section on foreign 
reciprocity. The UAA requires the State Board of Accountancy to issue a CPA certificate to a foreign 
accountant: 

1. Whose jurisdiction offers similar rights to a CPA from that State; 

2. Whose qualification is based on substantially equivalent educational and examination 
standards in effect in that Slate; 

3. Who has fulfilled certain experience requirements; and 

4. Who has passed an acceptable examination in national standards as well as an examination 
in the laws, regulations and code of ethical conduct in effect in that State. 

The provisions are yet to take effect because they arc only advisory and individual States are 
free to implement as many or as few of them as they like. 
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The Chartered Accountants Joint International Committee (CAJIC) in London has reached 
reciprocal agreements with only a few States in the US notably California and Illinois which showed 
a willingness to recognize CA qualifications. 

Another effort in the direction of mutual recognition is the UK Society <)f US Certified Public 
Accountants set up in 1992 to provide US-based training and continuing educ.ition for CPAs in UK. 
The Society’s application to the National Association of State Board of Accoiintancy for continuing 
professional education (CPE) sponsorship accredition has been approved. AH that is needed now is 
cooperation from the individual State accounting boards.^^ 

An important prerequisite for mutual recognition and practice recipiocity is comparative 
standards and elements of accounting education, training and examinativ)n systems between 
the countries. However, the state of the accounting profession in select coui tries examined in the 
earlier part of the chapter reveals that a great deal of diversity prevails. The important differences 
are: 


1. Entry requirements range from postgraduation degree to a matriculate or a Senior Secondary 
School certificate. The structure and duration of the course also differ ranging from three to six 
years. Differences also exist with regard to the subjects covered and the stipulation relating to 
passing of the examination. In some countries, the provisions are stringent and the candidate is 
required to pass in all subjects of a part of the examination in one sitting while in others a candidate 
may pass a few subjects at a time. 

2. Similarly, there is little uniformity with regard to the requirements for practical training. In 
some countries like India it is concurrent with the theoretical education while in others it succeeds 
part of the examination. The duration of the training also varies. 

3. Again, formal continuing education for professionals is compulsory for some countries 
while in others it is optional. In India also it was optional till as recently as May, 1994. 

These glaring diversities pose hurdles in the path of mutual recognition and reciprocity. An 
important fact which cannot be overlooked, however, is that these differences are partly the result 
of differences in legal, social, cultural and economic environments in which the accounting profession 
survives, and cannot be levelled easily. 

SUMMARY 

The accounting profession has been slow to internationalize itself. One of the important factors 
responsible for this is probably the stringent rules of licensing which makes it difficult for an 
accountant in one country to cross borders and practise in another country. In some countries there 
is also an outright restriction on non-nationals from practising there. The trend towards liberalization 
and globalization of the world economies is, however, an important force supporting the 
internationalization of the profession. The Mutual Recognition Directive of the EC is a first step in 
the direction. The Free Trade Agreement signed between USA and Canada has mandated a system 
of mutually recognized certification among accountants of the two countries. The Chartered 
Accountants Joint International Committee in London is also engaging its efforts in this direction. 
It has successfully reached reciprocal agreements with a few States in the USA. There is still a long 
way to go, for one cannot rule out the impact of legal, cultural, political, social and economic 
differences between countries on the accounting education imparted and the standard of the profession. 
These have to be sorted out to pave the way for internationalization of t^ie profession, which in itself 
is a herculean task. 
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REVIEW QUESTIONS 

1. “The accounting profession has been rather slow to internationalize itself.” Do you agree with 
this statement? If so, what according to you are the factors responsible for it? 

2. Compare and contrast the state of the accounting profession in the USA and Canada. Also, 
examine the steps taken in recent years to facilitate the cross-border flow of accounting services 
between these two countries. 

3. “Japan’s increasing influence on the world economy has not been matched by a similar 
improvement in the stature of its accounting profession.” Discuss. 

4. Examine the state of the accounting profession in Britain. Discuss the efforts made by the 
Chartered Accountants Joint International Committee for free flow of professional services 
between Britain and the USA. 

5. Compare the accounting profession in France, Germany and the Netherlands. 

6. “The accounting profession in Taiwan developed out of necessity.” Do you agree with this 
statement? Explain your position. Also examine the salient features of the profession in Taiwan. 

7. Write a detailed account of the accounting profession in India, clearly mentioning the changes 
introduced recently and the factors that have necessitated this. 

8. “The reforms in the economic structure of the Peoples Republic of China have had a far-reaching 
impact on every aspect of society. The Chinese accounting profession has also undergone a 
significant evolution to accommodate this rapid change.” Comment bringing out the provisions 
with regard to entry to the profession. Do you feel they are any different from those of the 
developed countries such as the USA and UK? 

9. Much concern has been evinced in recent years for internationalizing the accounting profession. 
What are the factors that support this concern? 

10. What do you understand by the term ‘reciprocity or mutual recognition’ of the accounting 
profession? Examine the efforts made at different levels in this direction in recent years. 
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Chapter 3 


International Audit Environment 


INTRODUCTION 

The origin of auditing is predominantly British. The role of the independent auditor is said to have 
evolved from the Companies Act in Britain. The State had struck a bargain with the citizenry with 
regard to the principles of limited liability. Those desirous of availing the advantage of risk investments 
with limited personal liability were required to accept the fact that the annual accounts of the 
companies must be audited and published. The Companies Act of 1862, in its suggested set of 
regulations, contained a provision relating to audit of joint stock companies. Auditing, however, 
assumed a compulsory status in the UK only by the Amendment of the Act in 1900. British audit 
expertise proved to be much in demand in other countries and highly exportable, whether through 
expansion of public accounting firms or by example and influence as in the United States.* The actual 
practices, however, vary considerably from country to country as they are greatly influenced by the 
legal requirements such as the Companies Acts etc., requirements of regulatory bodies such as SEC 
in the USA and the Securities and Exchange Board of India (SEBI), and the level of the profession 
and status of its pronouncements. This chapter examines the diverse audit environment prevalent and 
the efforts made for its harmonization. 

DEFINITION OF AUDIT 

Over the past few decades, auditing has matured into a complex and controversial professional 
activity. Today, several different types of audit are performed, each distinguished by its purpose and 
scope. In the early stages of development of the discipline, auditing was generally associated with 
accounting and financial records only. The definition of the International Auditing Practices Committee 
reflects this view. It defines auditing as, 

The independent examination of financial information of an entity, whether profit oriented or not, 
irrespective of its size or legal form, when such an examination is conducted with a view to 
expressing an opinion thereon.^ 

Mautz defines auditing as being, “concerned with the verification of accounting data, with determining 
the accuracy and reliability of accounting statements and reports”.^^ 

The American Accounting Association’s Committee on Basic Auditing Concepts developed a 
definition that is not only concise and unambiguous, but sufficiently robust to capture the expanding 
scope of audit services performed by auditors in recent times. The Committee’s report entitled ‘A 
Statement of Basic Auditing Concepts (ASOBAC)’, defines auditing as, 

A systematic process of objectively obtaining and evaluating evidence regarding assertions about 
economic actions and events to ascertain the degree of correspondence between those assertions 
and established criteria, and communicating the results to interested users.^ 
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The definition given by the Institute of Chartered Accountant’s of India recognizes the fact that the 
scope of auditing now extends to areas beyond financial records and includes managerial performance, 
cost data and operations. Accordingly, it defines auditing as, 

A systematic and independent examination of data, statements, records, operations and performances 
(financial or otherwise) of an enterprise for a stated purpose. In any auditing srnation, the auditor 
perceives and recognizes the propositions before him for examination, collects t vidence, evaluates 
it and on this basis formulates his judgement which is communicated through his audit 
report.^ 

Auditing thus encompasses both an investigative and a reporting process. In a financial statement 
audit for instance, the investigation involves the systematic gathering and evaluation of evidence as 
a basis for reaching an opinion about whether the assertions made by the management in an entity’s 
financial statements correspond with the professional standards and legal requirements, if any. The 
reporting process on the other hand, involves communicating an opinion in a written report to the 
concerned authority. In the case of an audit of financial statements, the opinion conveyed by the 
auditor is termed as an attestation. 

TYPES OF AUDIT 

As stated earlier, the scope of audit has expanded over the years, resulting in several types of audit 
being performed, each distinguished by its purpose and scope. The different types of audit 
include: 

Financial Statement Audit 

Where an auditor is called upon to review the financial statements of an enterprise to express an 
opinion as to whether they reflect a true and fair view of its state of affairs and working results, it 
is termed as a financial audit. Financial statement audit is thus a systematic process that begins with 
an entity's request for audit services and culminates in an attestation. ASOBAC defines attestation 
as. 


A communicated statement of opinion based upon convincing evidence, by an independent, 
competent, authoritative person, concerning the degree of correspondence in all material respects 
of accounting information communicated by an entity (individual, firm, or governmental unit) with 
an established criteria.'^ 

Operations Audit 

In this type of audit, the auditor is called upon to review the operations of an enterprise to assess the 
efficiency and effectiveness of the management’s operating procedures rather than the fair presentation 
of its financial statements. The focus of such audit is on operational procedure. It may address the 
entire gamut of operating procedures or selected procedures, depending on the agreement between the 
management and the auditor. 

Compliance Audit 

This is very similar to financial statement audits except that it pertains to not-for-profit enterprises, 
such as State government agencies, and is carried out to ascertain whether the financial statements 
are presented fairly in accordance with the generally accepted accounting principles applicable to 
such enterprises, and whether the entity has complied with the applicable laws and regulations, hence 
the term compliance audit. 



26 


INTERNATIONAL ACCOUNTING 


Tax Audit 

In a tax audit, the auditor is required to verify whether the taxable income has been properly computed. 
For conducting an effective tax audit an auditor needs to develop an approach which is a synthesis 
of taxation laws and auditing principles. The nature of tax audit is such that an auditor has to rely 
on various juridical pronouncements in the field of taxation. The Indian Income Tax Act contains a 
provision for the conduct of tax audit in case of certain assessees. 

Cost Audit 

As the name implies, in a cost audit, the auditor is required to express his opinion on the cost 
statements of an enterprise. The Institute of Cost and Management Accountants in the UK defines 
a cost audit as, “the verification of cost accounts and a check on adherence to the cost accounting 
plan”. The cost auditor thus checks the cost accounting records to verify that the cost statements are 
properly drawn up as per the records and that they represent a true and fair view of the cost of 
production and marketing of the various products in which the enterprise deals. The Indian Companies 
Act of 1956 also contains a provision empowering the government to direct an audit of cost records 
for\pecified industries, if it deems it to be necessary. The focus of this chapter is, however, restricted 
to financial audits only. 

OBJECTIVE OF AUDITING 

The objective of an audit will, therefore, be largely determined by the type of audit, in other words, 
the nature of the proposition the auditor is called upon to review. In a financial audit it would be 
attestation of the financial statements; in a compliance audit it would be verification whether the 
enterprise has complied with the rules and regulations applicable to it; in a management audit 
it would be assessment of the efficiency and effectiveness of the management’s operating procedures; 
in a tax audit it would be restricted to verification of the correctness of the taxable income computed 
by the enterprise and in a cost audit it would be the verification of the cost records of an enterprise 
to ascertain that the cost of products has been determined as per the cost plan. 

EVOLUTION OF AUDITING 

The genesis of auditing is not known with any certainty. However, documentary evidence of early 
audit activity does exist. For instance the Romans are known to have cross-checked expenditure 
authorizations with actual payments. Similarly, the ancient Egyptians required tax receipts to be 
recorded by two independent officials. Despite these isolated instances of audit activity, only sketchy 
evidence of systematic auditing prior to the nineteenth century is available. 

The first audit-related legislation was contained in the British Joint Stock Companies Act of 
1844. Interestingly, the act entrusted the responsibility of audit to the stockholders and accordingly 
provided for the examination of balance sheets, prepared by the directors of the company, by one or 
more stockholders. These stockholders were empowered to examine the books and records of the 
company and to question officers, management and employees, if necessary. The balance sheet and 
accompanying stockholder auditor’s report were required to be filed with the Registrar of Joint Stock 
Companies with copies forwarded to all stockholders. 

The requirement was amended by the Companies Act of 1855-56, which provided that auditors 
no longer need be stockholders. A petition signed by 20 per cent of the stockholders could compel 
a company to appoint an outside auditor. This provision paved the way for compulsory audits. The 
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Companies Act of 1900, introduced the provision for audit of accounts of limited companies. However, 
it was not until 1947 that an auditor’s report was required by company legislation, to bring the profit 
and loss account within its purview. Prior to this Act, an auditor was required to give his opinion 
only on the balance sheet. Subsequent legislation prescribed the matters to be stated in the auditor’s 
report. 

In the USA, on the other hand, the first authoritative auditing pronouncement was 
published in the April 1917 Federal Reserve Bulletin, under the title of ‘ Uniform Accounting: 
A Tentative Proposal” submitted by the Federal Reserve Board. The 1917 Bulletin prepared by 
the American Institute was described as ‘Memorandum on Balance Sheet Audits’ and was 
intended to promote a uniform system of accounting. This memorandum was basically a 
programme of audit procedures which included a standard one-paragraph form of auditor’s 
report. 

In 1929 the American Institute revised the memorandum and issued it as “Verification of 
Financial Statements” as against balance sheets only, in the earlier memorandum, thus suggesting 
that the bulletin was intended to apply to income statements as well as the balance sheet. This change 
in emphasis in the two memorandums of 1917 and 1929 reflects a shift in the criteria used to 
assess the performance of a company by the users of the infonnation. At the turn of the century, 
the focus of the users was on the entity’s liquidity position and hence the balance sheet was the pre¬ 
eminent financial statement. The late 1920s, however, witnessed a shift in the thinking of the users, 
partly on account of the stock market crash of 1929; and operating performance and net income 
became equally important economic indicators leading to elevation of the status of the income 
statement. The most revealing indication of the profession’s changing attitude towards auditing was 
reflected in the title of the 1936 bulletin: ‘Examination of Financial Statements by Independent 
Public Accountants’. 

The early developments in India in this regard were a reflection of the British dominance. The 
early legislation relating to companies was modelled more or less on the British pattern. The Companies 
Act of 1857 contained provisions for annual audit of company accounts but such audit was to be 
conducted at the option of the company. Compulsory audit of company accounts was only introduced 
by the Companies Act of 1913. 

THE AUDIT ENVIRONMENT 

The primary function of auditing is to lend credibility to the financial statements prepared by the 
management. However, in order to do this, the auditing profession itself needs a set of well-defined 
auditing standards. This becomes all the more relevant when the financial statements prepared in one 
country are made use of by users in another country. A great deal of diversity prevails in this regard, 
as is revealed from an examination of the international audit environment. Six different aspects of 
the environmental differences have been examined here, namely; 

1. Legal requirements with regard to audit 

2. Independence of auditor 

3. Qualifications of auditors and their appointment 

4. Collection of evidence 

5. Communication of results or the auditor’s report 

6. Enforcement of standards. 
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Statutory Requirements 

The provisions with regard to conduct of compulsory financial audit are contained either in the 
Companies Act or in the requirements of regulatory bodies such as the Securities and Exchange 
Commission in USA. In the UK, each company organized under the Companies Act must appoint 
an auditor who is cither a member of an accounting body recognized by the Department of Trade 
or is individually authorized by the Department as having equivalent qualification. In the USA on 
the other hand, the Securities Exchange Act of 1934 requires that in order to protect the interests of 
the stockholders all publically traded corporations annually secure a financial statement audit. Thus, 
only SEC-registered companies have to obey its accounting and auditing rules and other companies 
have no compulsory audit or published financial reporting obligation. 

In Canada also, the Companies Act requires the appointment of an auditor by all corporate 
enterprises. The Australian Companies Act and Code also provide for audit of companies; proprietary 
companies are, however, exempt from audit in certain cases. Companies in France may either be 
Societes anonymes (SA) or Societes a Responsahilite Limit^e (SARL), which is roughly equivalent 
to public and private limited companies in the UK. Audit is compulsory for SAs and larger SARLs, 
and must be carried out by commissaires aiix comptes (statutory auditors). 

In Germany, the Companies Act 1965 requires all public companies, and the Publicity Act of 
1969 provides for certain other forms of business to be audited by WPs (wirtscliaftsprUfers). Similarly, 
the Commercial Code in Japan provides for statutory audit by a public company (Kabushika Kaisha 
or Yugen Kaisha). Like most European countries, the Netherlands also has two kinds of companies: 
the public limited company {Naamloze Vennootschap or NV) and the private limited company 
(Besloten Vennootschap or BV). Prior to 1970, Dutch enterprises enjoyed a great deal of llexibility, 
as the legal requirements with regard to accounting, auditing and financial reporting were very 
nominal. The Act of 1970, however, laid down the requirement for the preparation of financial 
statements at the end of each accounting period. This Act was incorporated in the Civil Code in 1975. 
Substantial amendments were made therein in December 1983 and November 1988 to give effect to 
the provisions of the fourth and seventh directives of the EC. All NVs and large BVs are subject to 
audit. 

In India, the Companies Act of 1913 made audit of company accounts compulsory. This Act 
contained specific provisions with regard to proper books of accounts and contents of the balance 
sheet and its authentication. The Act of 1913 was replaced by a new Act in 1956. This Act and 
its subsequent amendments further elaborated the provisions relating to accounts and audit of 
companies. 

Independence of Auditors 

The financial reports of any enterprise measure the efficiency and effectiveness of its management 
and can, therefore, hardly be expected to take an impartial view in the process of their preparation. 
The primary object of an audit is, therefore, to lend credibility to these financial statements. 
Independence of the auditor is thus the keystone of the profession. Without independence, it would 
not be possible for the users to rely on the financial statements no matter how highly qualified and 
competent the auditor may be. Different countries have taken different measures to ensure this quality 
of the auditor. For instance, in the USA, the auditor is precluded from holding any share in the 
company he is auditing. In the UK, on the other hand, trustee shareholdings are permitted, though 
beneficial shareholdings and directorships are frowned upon. Independent auditors in the UK are, 
however, allowed to perform certain bookkeeping functions (write-up services) for private companies, 
a function which is not permitted by the SEC in the USA. There is, however, no prohibition in the 
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USA against auditors performing management advisory services for their clients as long as they do 
not get involved in making actual management decisions. 

In India, Section 226 of the Companies Act 1956 is intended to ensure that auditors are 
independent of the company they audit. It contains a list of persons who are not qualified to be appointed 
as auditors. Accordingly, an officer or employee of the company and a person who is a partner, or 
who is in the employment of an officer or employee of the company is proliibited from acting as 
auditor. There seems to be no prohibition, however, on the relative of a direct >r or a partner of such 
relative being appointed as auditor. Another provision in this regard is, that a person who is indebted 
to the company for an amount exceeding one thousand rupees, or who has given any guarantee or 
provided any security in connection with the indebtedness of any third person to the company for a 
similar amount, is disqualified from being appointed as its auditor. There is nothing in the provision 
to prevent an auditor from simultaneously holding other assignments with iiic company. Thus an 
auditor may render services to the company in matters relating to taxation finance, management 
accountancy or other related areas, as long as his contract is ‘for service’ an^l not ‘of service’. The 
Companies Act in India, thus seeks to provide a number of safeguards to ensure the independence 
of the auditor. 

The Chartered Accountants (CA) Act and the Cost and Works Accountants Act in India also 
recognize the need for independence. Accordingly, the former prohibits, except in certain specified 
cases, the acceptance of contingent fees, i.e. fees which are either based on a percentage of profits 
or on the findings or the results of employment. Again, an auditor would be deemed guilty of 
professional misconduct if he were to express an opinion on financial statements of any business or 
enterprise in which he or his firm or a partner in his firm or his relatives have a substantial interest, 
unless he discloses such interest in his report. These provisions are intended to cover all circumstances 
where his independence is likely to be affected due to his close association with the company. 

Qualifications and Appointment of Auditors and Scope of Audit 

As already discussed in the previous chapter the qualifications of auditors vary from country to 
country.* 

The manner and conditions in which an auditor is appointed are also not uniform throughout 
the world. In the UK, in most jurisdictions of Canada and in India, the Companies Act requires the 
appointment of auditors by all corporate enterprises at the Annual General Meeting of the shareholders. 
However, the provisions differ in situations where an auditor is not specifically appointed — in the 
UK and Canada, in such situations the present auditor is deemed to be automatically reappointed. In 
India on the other hand, where no auditors are appointed or reappointed at the general meeting the 
Central Government may appoint a person to fill the vacancy. 

There is no statutory requirement in this regard in the US. The arrangement for an audit was 
usually made by executive officers of the company. In recent years, however, many US companies 
have adopted the practice of getting the auditor approved at the annual general meeting of the 
company. The American Institute of Certified Public Accountants (AICPA) has also recommended 
that all publicly owned corporations appoint committees composed of directors, who are not executive 
officers, to nominate the auditors and to discuss their Work with them. 

In France the appointment of the first auditors of companies which appeal to the public for 
funds is done by the general meeting of the subscribers known as assemblee generale constitutive 


* See Chapter 2 for an indepth discussion on the qualifications of professional accountants in select countries. 



30 


INTERNATIONAL ACCOUNTING 


(statutory meeting). In case of other companies* the first auditors are named in the company’s 
memorandum and articles of association. Subsequent auditors are appointed at the annual 
general meeting of the shareholders. Listed companies are required to appoint two auditors. 
The National Council of the CNCC has recently adopted a new standard, which states that 
in all cases where a company must appoint more than one auditor, the auditors may 
accept the engagement only if they belong to or represent different firms. In the Netherlands 
also, auditors are appointed at the annual general meeting of the shareholders. Should they, however, 
fail to do so, the power to appoint devolves on the supervisory directors and then upon the 
managerial directors. 

The financial statements generally covered by the auditor’s report are the balance sheet 
(statement of financial position), the earnings statement (profit and loss account), the retained 
earnings statement (surplus account) and other statements of shareholders’ equity accounts. The 
funds flow statement, also called the statement of source and application of funds is rapidly 
becoming a customary presentation in the USA and Canada. Such statements are designed to 
summarize the important changes in the financial position at the end of the year as compared 
to the beginning. Committees of both Canadian and American Institutes recommend that the 
auditor should express an opinion on the statement of sources and application of funds, where such 
statements form part of the financial statements presented to the shareholders. 

In the UK, the Companies Act requires the auditor to report to the members of the company 
on its annual accounts. In other words, his report shall state whether in his opinion the balance sheet 
and profit and loss account (and group accounts, where applicable) have been prepared in accordance 
with the provisions of the Companies Act and give a true and fair view of the state of affairs and 
earnings of the company and the group. 

In France, the auditor is required to certify that the annual accounts of the parent company and 
the consolidated accounts annexed to them are ‘regular’ and ‘sincere’ and give a ‘true and fair’ view 
of the profit or loss of the accounting period, as well as of the assets and financial situation of the 
company and the enterprises included in the consolidation at the end of the period. The auditor is 
also required to express his opinion on the sincerity of the directors’ report and other documents 
included in the annual report. 

In Australia, the auditor is required to report whether the annual accounts are in 
accordance with the approved accounting standards. If they do not comply with approved accounting 
standards, then the auditor must report: 

1. Whether the accounts would have given a true and fair view had they complied. 

2. Why, in his opinion the accounts would not have given a true and fair view had they 
complied. 

3. The quantified effect in his opinion of non-compliance or his estimate of that effect. 

In addition, the auditor is required to report to the regulatory authority any failure to comply 
with the Code, where he feels that the matter has not been dealt with adequately in his report of the 
accounts. 

The Japanese audit covers the consolidated balance sheets of the Group, related consolidated 
statements of income, shareholders’ equity and cash flow. In India, the scope of audit covers the 
accounts of the company, balance sheet and profit and loss account, and every other document 
declared by the Companies Act to be a part of or annexed to the balance sheet or profit and loss 
account. 
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Collection of Evidence 

The auditor performs an ‘attest’ function i.e. he expresses his opinion on the assertions contained 
in the accounting records with regard to its financial affairs. In order ic decide whether these 
assertions are valid, the auditor will be required to collect and evaluate evidence. The nature and 
scope of the examination to be conducted by the auditor will exercise a decisive influence on the 
collection and evaluation of evidence. This work will be facilitated if there is a strong system of 
internal control in the organization. Where the auditor encounters inadequacies in internal control he 
must determine the extent to which such weaknesses adversely affect the reliability of the accounting 
data. 

Auditors in the USA and Canada lay great emphasis on the study and evaluation of 
internal control. In many other countries, however, less reliance is placed on internal control and 
more on substantive tests. The auditor has to thus first decide what kind ot evidence is required to 
form an opinion. The nature of this evidence and its ability will vary widely depending upon a 
number of factors such as the kind of business, the items to be verified, the general business 
environment, etc. 

The expansion in the size of corporations over the years has made it virtually impossible 
for the auditor to undertake an exhaustive analysis of evidence. What constitutes sufficient evidence 
is a crucial question before the auditor. As Stamp and Moonitz have remarked, 

In attempting to answer the question of crucial evidence, the auditor must have regard for 
the amount of risk and the level of uncertainty that he is willing to tolerate. He has to decide 
what degree of assurance he requires, based on the amount and character of evidence obtained, 
in order to be confideot that he has exercised due and sufficient care in forming his 
opinion.^ 

There may be situations in which the auditors have to rely on the work of other auditors, 
primarily when affiliated companies are audited by other audit firms and the auditor is called upon 
to express an opinion on the consolidated financial statements. Similarly, there may be situations where 
the auditor has to rely on expert opinion of other professionals such as lawyers, engineers and 
appraisers to evaluate evidence in areas in which he may feel he is not competent enough to do so. 
In the UK, the provisions permit an auditor to seek advice and assistance from experts in specialized 
fields, but the responsibility for the audit remains with the auditor. French law also provides that 
auditors may obtain the assistance of, or delegate work to, experts or collaborators as they choose, 
but it would be entirely on their own responsibility. 

Auditor’s Report 

The objective of an audit is to haye the auditor express his opinion regarding the financial 
statements, which is done in the form of an audit report. The auditor’s report is thus the product of 
his audit of the financial statements. Considerable diversity is prevalent with regard to the size and 
content of the report. In some countries like the UK, the contents of an auditor’s report are almost 
wholly dictated by statute. Examined below are the form and contents of auditor’s reports in select 
countries. 

United Kingdom. In the UK, the Companies Act 1900 introduced provisions for the audit of 
accounts and subsequent Acts have prescribed the matter to be stated in the auditor’s report. Prior 
to 1948, auditors were required to state whether in their opinion the balance sheet revealed a ‘true 
and correct* view of the state of affairs of the company. The Companies Act of 1948, which was the 
basis for modem company legislation changed this to ‘true and fair* view. Thus, under the existing 
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provisions auditors are required to state whether in their opinion the accounts give a true and fair 
view in the balance sheet, of the state of the company’s affairs as at the end of its financial year; and 
in the profit and loss account, of the profit and loss for its financial year. 

Over the years, there has been an increasing movement for UK auditors to reduce the length 
and simplify the language of their reports, to make them more intelligible to the users, who are not 
necessarily familiar with the legal and accounting terminology. This trend is reflected in the specimen 
audit report of the Senior Engineering Group pic given as Exhibit. 3.1. 

Exhibit 3.1 Extract from the Annual Report of Senior Engineering Group pic 1989 

AUDITOR’S REPORT 


To the Members of 
Senior Engineering Group pic 


We have audited the financial statements on pages 14 to 32, and 34 and 35 in accordance with 
Auditing Standards. 

In our opinion, the financial statements give a true and fair view of the state of affairs of the 
Company and the Group, at 31st December, 1989 and of the profit and source and application of 
funds of the Group for the year ended, and have been properly prepared in accordance with the 
Companies Act, 1985. 


1 Surrey Street, ARTHUR ANDERSEN & CO. 

London, Chartered Accountants 

WC2R 2PS 
28th March, 1990 


Source: Report and Accounts 1989: Senior Engineering Group pic, Hertfordshire, England, p. 38. 

The United States of America. The form and contents of the auditor’s report in the USA has been 
developed by the American Institute in consultation with government agencies and the New York 
Stock Exchange. Prior to 1917, the auditor’s report in the USA was very similar to that issued by 
auditors in the UK. In 1917, the American Institute prepared a ‘Memorandum on Balance Sheet 
Audits’. This Memorandum included a standard one-paragraph form of audit report. The American 
Institute later revised the Memorandum and issued it as ‘Verification of Financial Statements’. The 
significant changes made were the introduction of the words,“in our opinion’’, and the division of the 
auditor’s report into two paragraphs: the scope of audit and the opinion of the auditor. 

In 1934, the American Institute, after consultations with the New York Stock Exchange published 
a document titled ‘Audit of Corporate Accounts’, which introduced certain far-reaching changes in 
the audit report. It referred to the auditor’s examination of the client’s ‘financial statements’ instead 
of ‘accounts’, and included a general description of the nature of the auditor’s examination. It also 
introduced the terms ‘fairly present’, ‘accepted principles of accounting’, and ‘consistently maintained’. 
The word ‘certified’ was dropped and the words ‘in our opinion’ were retained, emphasizing that the 
result of the examination was an expression of opinion. The basic concept and contents of the 1934 
standard auditor’s report have remained unchanged, though there have been a few modifications in 
the language. Tne American Institute discourages significant deviations from the standard language, 
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though minor variations in language or modifications necessary to meet specific situations are 
permitted as is revealed from the specimen auditor’s reports of two US companies given as Exhibit 
3.2 and 3.3. 

Exhibit 3.2 Extract from the Annual Report of Autodesk Inc. for 1993 


REPORT OF INDEPENDENT AUDITORS 

The Board of Directors and Shareholders 
Autodesk, Inc. 

We have audited the accompanying consolidated balance sheets of Autodesk, Inc. as of 
January 31, 1993 and 1992, and the related consolidated statements of income, shareholders’ equity 
and cash flows for each of the three years In the period ended January 31. 1993. These financial 
statements are the responsibility of the Company’s management. Our responsibility Is to express an 
opinion on these financial statements based on our audits. 

We conducted our audits in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform the audit to obtain reasonable assurance about whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing 
the accounting principles used and significant estimates made by management, as well as evaluating 
the overall financial statement presentation. We believe that our audits provide a reasonable basis for 
our opinion. 

in our opinion, the financial statements referred to above present fairly, in all material respects, the 
consolidated financial position of Autodesk, Inc. at January 31, 1993 and 1992, and the consolidated 
results of its operations and its cash flows for each of the three years in the period ended 
January 31, 1993, in conformity with generally accepted accounting principles. 

Ernst & Young 

San Francisco, California 

February 23, 1993 


Source: Annual Report of Autodesk Inc., California, USA, 1993, p. 35. 

Exhibit 3.3 Extract from the Annual Report of Exxon Corporation for 1993 
REPORT OF INDEPENDENT ACCOUNTANTS 


Price Waterhouse 


To the Shareholders of Exxon Corporation 


Dallas, Texas 
February 23, 1994 


In our opinion, the consolidated financial statements appearing on pages F8 through F20 present 
fairly, in all material respects, the financial position of Exxon Corporation and its subsidiary companies 
at December 31, 1993 and 1992, and the results of their*operations and their cash flows for each of 
the three years in the period ended December 31, 1993, in conformity with generally accepted 
accounting principles. These financial statements are the responsibility of the Corporation’s management; 
our responsibility is to express an opinion on these financial statements based on our audits. We 
conducted our audits of tf^se statements in accordance with generally accepted auditing standards 
which require that we plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. An audit includes examining, on a test basis. 
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Exhibit 3.3 Extract from the Annual Report of Exxon Corporation for 1993 (Cont.) 


evidence supporting the amounts and disclosures in the financial statements, assessing the accounting 
principles used and significant estimates made by management, and evaluating the overall financial 
statement presentation. We believe that our audits provide a reasonable basis for the opinion expressed 
above. 

As discussed in note 2 to the consolidated financial statements, the Corporation changed its 
method of accounting for post-retirement benefits other than pensions and for income taxes in 1992. 

Price Waterhouse 


Source: Annual Report of Exxon Corporation, Texas, USA, 1993, p. F11. 

France. The law in France extends the scope of audit in case of limited liability companies 
and limited partnerships with a share capital to special investigation and entrusts additional 
duties to the auditors. It provides that ‘In addition to checking the books and accounts of the company 
and examining the propriety and fairness of the annual accounts, the statutory audit also extends to 

1. Checking the truth and fairness of information on the financial situation and accounts given 
in the report of the board of directors or the board of management, and the documents circulated to 
the shareholders. 

2. Making certain that all shareholders receive the same treatment; 

3. Carrying out a check on the qualification shares which must be deposited by the directors; 

4. Providing information on special agreements entered into between the directors and persons 
of similar standing and third parties; 

5. Fulfilling the obligation to supply details to the general meeting of shareholders of certain 
total amounts (direct and indirect remuneration paid to the ten highest-paid individuals, travelling 
expenses claimed by these persons, etc.) when the detailed statement thereof has not been supplied 
to tax authorities or where the latter regard them as excessive’.^ 

In such cases the annual report also contains a special report by the auditor, besides the general 
report, as is reflected in the specimen report of Thomson-S.A. in Exhibits 3.4 and 3.5. 

Exhibit 3.4 Extract from the Board Report of Thomson-S.A, for 1989 

STATUTORY AUDITORS’ GENERAL REPORT FOR THE YEAR ENDED 
31 ST DECEMBER, 1989 


To the Shareholders, 

In execution of the assignment that was entrusted to us at the General Meeting held on June 22, 
1988, we present to you our report on; 

— the audit of the Annual Financial Statements of THOMSON-S.A. as appended to this report, 

— the examination and specific information required by law, 

and related to the operating period ended December 31, 1989. 

I. Opinion of tho annual financial atatemanta 

We have examined the Financial Statements, undertaking such tests of the accounting records and 
other auditing procedures as we considered necessary in accordance with generally accepted auditing 
standards. 
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Exhibit 3.4 Extract from the Board Report of Thomson-S.A. for 1989 (Cont.) 


We hereby certify that the Annual Financial Statements are regular and sincere, and provide a true 
and fair image of the result of operations for the period under examination, and of the financial position 
and shareholders’ equity at the end of this operating period. 

II. Examination and specific Information 

We have also conducted the specific examination required by law, in accordance with generally 
accepted auditing standards. 

We have no comments to make concerning the sincerity and consistency with the Annual Financial 
Statements of information contained in the Report of the Board of Directors or presented to the 
shareholders on the financial position and the Annual Financial Statements. 

In application of article 356 of the law of July 24, 1966, we have duly checked that information 
concerning investments in affiliates and subsidiaries, and the identity of shareholders is presented in 
the Report of the Board. 


Paris, April 17, 1990 

FRINAULT FIDUCIAIRE 

G. Barthes de Ruyter Ph. Peuch-Lestrade 
BEFEC-MULQUIN ET ASSOCIES 

H.-M. Girard G. Hautefeuille 
CABINET ROBERT MA2ARS 
R. Mazars A. Mignot 
Statutory Auditors 


Source: Board Report: Financial Statements as of December 31, 1989, Thomson-S.A., Paris, France, p. 55. 

Exhibit 3.5 Extract from the Board Report of Thomson-S.A. for 1989 

STATUTORY AUDITORS’ SPECIAL REPORT FOR THE YEAR ENDED 
31ST DECEMBER, 1989 


To the Shareholders, 

In accordance with article 103 of the law of July 24, 1966, we inform you of the agreements 
covered by article 101 of the same law which have been previously authorized by your Board of 
Directors. 

I. Agreements made In the year 

With the company THOMSON-CSF 

— Sale by THOMSON S.A. to THOMSON-CSF of 1,979,993 shares in the company THOMSON 
BRANDT ARMEMENTS representing 99% of its share capital for a total price of 350,003,362 
Francs or 176.77 Francs per share. 

— Sale by THOMSON S.A. to THOMSON-CSF of 279,978 shares in the company SODETEG-TAI 
representing 99.99% of its share capital for a total price of 219, 502, 752 Francs or 784 Francs 
per share. 

The prices at which these transactions were carried out were worked out from a valuation report made 
by an independent expert. 

These transactions which were made and recorded on the 2nd of January 1990 were approved by 
the Board of Directors at its meeting on the 21st December 1989. 

The persons concerned are: Monsieur Alain GOMEZ, Jean-Claude HIREL, Jean-Benoit RAME and 
Jsan-Claude TRICHET, directors of THOMSON S.A. and THOMSON-CSF. 
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Exhibit 3.5 Extract from the Board Report of Thomson-S.A. for 1989 (Cont.) 


With the company ALTUS FINANCE (formerly THOMSON-CSF FINANCE) 

Purchase by THOMSON S.A. from THOMSON-CSF FINANCE of 1,738 shares in the company 
SOCARI representing 69.52% of its share capital for a total price of 1,428,636 Francs or 822 Francs 
per share. 

The company SOCARI was valued on the basis of its iast certified net equity value. 

This transaction was carried out on the 22nd of December 1989 and approved by the Board of 
Directors at its meeting on the 21st December, 1989. 

The person concerned is: Monsieur Alain GOMEZ, Chairman of the Board of Directors of THOMSON 
S.A. and of THOMSON-CSF FINANCE. 

II. Agreements made In previous years which are still valid 

With the Company THOMSON-CSF 

— General assistance agreement: 

The royalties received by THOMSON S.A. amounted to 84,770,000 Francs net of taxes for the 
operating period 1989. 

— Leasing of properties owned by THOMSON S.A. 

The rents for 1989 amounted to 21,890,166 Francs net of taxes. 

With the company ALTUS FINANCE (formerly THOMSON-CSF FINANCE) 

Agreement relating to guarantees and services provided and remunerated by an amount equal to 
0.65% of the guarantees given to ALTUS FINANCE and its subsidiaries. 

The commissions recorded as revenues relating to this agreement amounted to 80,392.483 Francs 
net of taxes for the operating period 1989. 


Paris, April 17, 1990 

FRINAULT FIDUCIAIRE 
G. Barthes de Ruyter Ph. Peuch-Lestrade 
BEFEC-MULQUIN ET ASSOCIES 
H.-M. Girard G. Hautefeuille 
CABINET ROBERT MAZARS 
R. Mazars A. Mignot 
Statutory Auditors 


Source. Board Report: Financial Statements as of December 31, 1989, Thomson-S.A., Paris, France, p. 56. 

Canada. The audit provisions in Canada were initially strongly influenced by the Companies Act 
in the UK, with the result that the duties imposed upon the auditor and the manner in which he was 
required to report were simitar to that of the UK. The Ontario Corporations Act of 1953, however, 
instituted a major revision of Company Law in that province. Such revisions were later affected in 
other provinces also including the Federal Act which was amended in 1965. Besides, the Auditing 
Research Committee of the Canadian Institute has also exercised a considerable influence on the 
standardization of the language and format of the auditor’s report. A specimen of the IPSCO Inc. 
reveals that the report is fairly lengthy (see Exhibit 3.6). 

Germany. In Germany, qualified accountants (WPs) while performing their audit function mainly 
check and confirm the compliance of corporate financial reports with legal requirements and the 
company statutes. They also excercise their judgement as regards economic valuation and compliance 
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Exhibit 3.6 Extract from the Annual Report of IPSCO Inc. for 1991 

AUDITORS’ REPORT 


To the Shareholders of IPSCO Inc. 

We have audited the consolidated statement of financial position of IPSCO Inc. as at 31 December, 
1991 and the consolidated statements of income and retained earnings, and changes in cash position 
for the year then ended. These financial statements are the responsibility of the company’s management. 
Our responsibility is to express an opinion on these financial statements based on our audit. 

We conducted our audit in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial 
statements are free of nraterial misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements. An audit also includes assessing 
the accounting principles used and significant estimates made by management, as well as evaluating 
the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, in all material respects, the 
financial position of the company as at 31 December, 1991 and the results of its operations and the 
changes in its financial position for the year then ended in accordance with accounting principles 
generally accepted in Canada. 

The consolidated statement of financial position as at 31 December 1990 and the consolidated 
statements of income and retained earnings, and changes in cash position for each of the years in 
the two year period then ended, excluding note 18, were audited by other auditors who expressed 
their opinion thereon without reservation in their report dated 04 February 1991. We audited note 18 
to the consolidated financial statements for the years ended 31 December 1990 and 1989. In our 
opinion, the information in note 18 presents fairly, in all respects material to the financial statements 
taken as a whole, the information contained therein. 

Regina, Canada Chartered Accountants 

03 February 1992 


Source: Annual Report of IPSCO, Inc., Regina, Canada, 1991, p. 11. 

with proper accounting principles. The report also contains the opinion of the auditors on the report 
of the management as is reflected in the specimen audit reports of Daimler Benz AG and for the 
Group. The first auditor’s report relates to the consolidated financial statements and the second report 
deals with the financial statements for Daimler-Benz AG (see Exhibit 3.7). 

Exhibit 3.7 Extract from the Annual Report of DAIMLER BENZ for 1988 


AUDITORS REPORTS 

Based on an audit performed In accordance with our professional duties, the accounting records and 
the consolidated financial statements comply with the legal regulations. The consolidated financial 
statements present, in compliance with required accounting principles, a true and fair view of the net 
worth, financial position and results of the Group. The business review report, summarized for Daimler- 
Benz AG and for the Group, is in agreement with the financial statements of Daimler-Benz AG and 
the consolidated financial staternents. 

Frankfurt am Main, April 6, 1989 

KPMG Deutsche Treuhand-Gesellschaft 
Aktiengesellschaft 
WirtschaftsprCifungsgesellschaft 

Zielke 

WirtschaftsprPfer 
(Certified Public Accountant) 


Dr. Koschinsky 

WirtschaftsprOfer 

(Certified Public Accountant) 
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Exhibit 3.7 Extract from the Annual report of DAIMLER BENZ for 1988 (Cont.) 


Based on an audit performed in accordance with our professional duties, the accounting records and 
the financial statements comply with the legal regulations. The financial statements present, in 
compliance with required accounting principles, a true and fair view of the net worth, financial position 
and results of Daimler-Benz AG. The business review report summarized for Daimler-Benz AG, and 
for the Group is in agreement with the financial statements of Daimler-Benz AG and the consolidated 
financial statements. 

Frankfurt am Main, April 6, 1989 

KPMG Deutsche Treuhand-Gesellschaft 

Aktiengesellschaft 

Wirtschaftsprufungsgesellschaft 

Dr. Muller 
Wirtschaftsprufer 
(Certified Public Accountant) 


Dr. Koschinsky 

Wirtschaftsprufer 

(Certified Public Accountant) 


Source: Annual Report of Daimler Benz, Stuttgart, Germany, 1988, p. 85. 

Norway. The State Authorized Public Accountants in Norway also confirm that the financial 
statements are drawn up in compliance with the Joint Stock Companies Act and the results of the 
operations for the fiscal year are in accordance with the generally accepted accounting principles in 
Norway. However, there seems to be no standardized format and the size and language vary from 
company to company as is reflected in the two specimen audit reports of AKER A.S. for 1990 and 
Statoil for 1993 (Exhibits 3.8 and 3.9). 

Exhibit 3.8 Extract from the Annual Report of AKER A.S. for 1990 


AUDITORS’ REPORT 

To the Annual General Meeting of AKER A.S. 

We have audited the financial statements of Aker a.s for the financial year 1990 in accordance 
with generally accepted auditing standards. We have also audited the consolidated financial 
statements for 1990. The company’s financial statements and the consolidated financial statements 
have been drawn up In compliance with the requirements of the Companies Act and in our 
opinion they present the result of the year’s operations and the financial position of the company and 
the group in accordance with generally accepted accounting principles in Norway. The Board of 
Directors’ proposal for the allocation of the year’s profit complies with the requirements of the 
Companies Act. 

Oslo, 8 March, 1991 

Price Waterhouse a.s. 

A. Anders Eng 

State Authorised Public Accountant 


Source: Annual Report of AKER A.S., Oslo. Norway, p. 29. 


Sweden. Authorized Public Accountants in Sweden also confirm that the annual reports have been 
prepared in accordance with the Swedish Corporation Act. The report is standardized with regard to 
its format and language. It is in three paragraphs. The first paragraph states the scope of the audit, 
the second and third paragraphs contain the auditors’ opinion on the annual report of the parent 
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Exhibit 3.9 Extract from the Annual Report and Accounts of STATOIL for 1993 


AUDITORS’ REPORT FOR 1993 

To the annual general meeting of Den noreke state oljeselskap a.s: 

We have audited the annual report and accounts of Den norske stats oljeselskap a.s. for 1993, which 
show a net profit for the year of NOK 2 554 million for the parent company, a consolidated profit for 
the year of NOK 3 003 million based on Norwegian accounting standards and NOK 3 394 million 
based on international accounting standards. The annual report and accounts, which comprise the 
annual report proper, Income statement, balance sheet, cash flow statement, notes to the accounts 
and consolidated accounts, are presented by the company’s board of directors and its president. The 
consolidated accounts are prepared both in accordance with Norwegian acc punting standards and 
international accounting standards as issued by the International Accounting Standards Committee. 

Our responsibility is to examine the company’s annual report and accounts its accounting records 
and other related matters. 

We have conducted our audit in accordance with relevant laws, regulations and Norwegian generally 
accepted auditing standards. We have performed those audit procedures which we considered 
necessary to confirm that the annual report and accounts are free from material misstatements. 
We have examined selected parts of the evidence supporting the accounts and assessed the 
accounting principles applied, the estimates made by management and the content and presentation 
of the annual report and accounts. To the extent required by Norwegian generally accepted auditing 
standards, we have reviewed the company’s internal control and the management of Its financial 
affairs. 

The board of directors’ proposal for the appropriation of the net profit and transfers between the 
owner’s equity accounts in the parent company is in accordance with the requirements of the Non/vegian 
Joint-Stock Companies Act. 

In our opinion, the annual report and accounts have been prepared in accordance with the 
requirements of the Joint-Stock Companies. Act and present fairly the financial position of the company 
and the group as of 31 December 1993 and the result of the operations for the financial year, in 
accordance with Non/vegian generally accepted accounting principles and international accounting 
standards. 


Stavanger, 10 February 1994 
ERNST & YOUNG CO AS 

Ernst Alsaker 

State Authorised Public Accountant (Norway) 


Source: Annual Report and Accounts of STATOIL. Stavanger, Norway, p. 41. 


company and where applicable, the consolidated financial statements. The report also contains the 
auditor’s recommendation with regard to the adoption of the financial statements. Exhibit 3.10 
contains the auditor’s report of Nobel Industries, a Swedish company. 


Exhibit 3.10 Extract from the Annual Report of Nobel Industries Sweden for 1990 

AUDITORS’ REPORT 

We have examined the Annual Report, the Consolidated Financial Statements, the accounting records 
and the administration by the Board of Directors and the President for 1990. The examination was 
carried out in accordance with generally accepted auditing standards. 
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Exhibit 3.10 Extract from the Annual Report of Nobel Industries Sweden for 1990 (Cont.) 


Parent Company 

The Annual Report has been prepared in accordance with the Swedish Companies Act. 

We recommend 

— that the Consolidated Income Statement and the Consolidated Balance Sheet be adopted, 

— that the unappropriated earnings are distributed in accordance with the recommendation in the 
Report of the Board of Directors 

and, 

— that the Members of the Board of Directors and the President be discharged from liability for the 
financial year. 

Group 

The Consolidated Financial Statements have been prepared In accordance with the Swedish Companies 
Act. 

We recommend that the Consolidated Income Statement and Consolidated Balance Sheet be 
adopted. 

Stockholm, 15 March, 1991. BERTIL EDLUND GORAN 

TIDSTROM 

Authorized Public Accountants 


Source: Annual Report Nobel Industries, 1990, Stockholm, Sweden, p. 57. 


Denmark. The auditor’s report in Denmark not only confirms that the financial statements have 
been prepared in accordance with Danish legislation but also with the Company’s Articles of 
Association concerning presentation of accounts. The auditor also expresses his opinion on financial 
statements reflecting a true and fair view of the assets and liabilities, the financial position and 
operating results. The report is relatively small in length as is reflected from an extract from the 
annual report of Dansk Olie og Naturgas A/S, a Danish company given as Exhibit 3.11. 

Exhibit 3.11 Extract from the Annual Report of Dansk Olie og Naturgas A/S 
Horsholm for 1992 


AUDITORS’ REPORT 

We have examined the financial statements and the consolidated financial statements of Dansk Olie 
og Naturgas A/S for 1992. Our examination was made in accordance with generally accepted auditing 
principles as applied in Denmark and has included such auditing procedures as we considered 
necessary. 

The financial statements for the parent company and the Group have been presented In accordance 
with Danish legislation and the requirements of the company’s Articles of Association concerning 
presentation of accounts. In our opinion, the financial statements present a true and fair view of assets 
and liabilities, the financial position and the result. 

Horsholm, 23 March, 1993 KPMG Centralanstalten for Revision 

J. MOHR J.O. BURCH PEDERSEN 

Auditor General State-Authorized Public Accountant 


Source: Annual Report and Accounts, 1992, Dansk Olie og Naturgas A/S, Horsholm, Denmark, p. 54. 
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The Netherlands. Unlike the report of other European countries discussed earlier, the Dutch auditors’ 
reports bear no reference to legislative compliance. However, if the annual accounts, the managerial 
director’s report or the supplementary information do not comply with the law, the auditor must 
state this fact. Auditors in the Netherlands report both to the supervisor) directors and to the 
managerial directors. There is no statutory format of the report. It generall v states that the audit 
has been conducted in accordance with generally accepted auditing standards and financial 
statements present fairly the financial position of the company, as is revealed in the report by auditors 
of Royal Dutch Petroleum Company (Exhibit 3.12). 

Exhibit 3.12 Extract from Annual Report of Royal Dutch Petroleum Company for 1989 


To Royal Dutch Petroleum Company and the Shell Transport and Trading Company, pic. 

We have audited the financial statements appearing on pages 33 to 47 of the Royal Dutch/Shell 
Group of Companies for the year 1989, 1988 and 1987 in accordance with generally accepted auditing 
standards. 

In our opinion, the financial statements referred to above present fairly the financial position of the 
Royal Dutch/Shell Group of Companies at December 31. 1989 and 1988 and the results of operations 
and cash flows for each of the three years in the period ended December 31, 1989, in conformity with 
the accounting policies described on pages 33 and 34. 

KPMG Klynveld Kraayenhof & Co 
The Hague 

Ernst & Young, London 
Price Waterhouse, New York 
March 15, 1990 


Source: Annual Report of Royal Dutch Petroleum Company, The Hague, Netherlands, p. 33. 


Japan. In Japan, the foundation of external reporting is the Commercial C(xie (CC) which was enacted 
in 1890 and substantially amended in 1899. Subsequent amendments brought about certain important 
changes. All corporations in Japan are required to prepare a set of financial statements which include 
a balance sheet, a profit and loss account and a statement of proposed appropnation of earnings. All 
large corporations are required to get their financial statements audited. Additionally, listed companies 
are subject to audit. The audit report generally comprises three paragraphs: the first mentions the scope 
of audit, the second the auditor’s opinion and the third has reference to US dollar amounts mentioned in 
the financial statements and the opinion of the auditor with regard to its translation policy. Exhibit 3.13 
contains a specimen auditor’s report of the Oki Electric Industry Co. Ltd.. Tokyo. 

Exhibit 3.13 Extract from the Annual Report of Oki Electric Industry Co., Ltd. for 1991 
REPORT OF CERTIFIED PUBLIC ACCOUNTANTS 


The Board of Directors 

Oki Electric Industry Company, Limited 

We have examined the consolidated balance sheets of Oki Eiectric Industry Company, Limited and 
its consolidated subsidiaries as of March 31,1991 and 1990 and the related consolidated statements 
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Exhibit 3.13 Extract from the Annual Report of Oki Electric Industry Co., Ltd. for 1991 (Cont.) 


of income, shareholders’ equity and cash flows for each of the three years in the period ended 
March 31, 1991, all expressed in yen. Our examinations were made in accordance with auditing 
standards generally accepted in Japan and, accordingly, Included such tests of the accounting records 
and such other auditing procedures as we considers:! necessary in the circumstances. We did not 
examine the financial statements of certain consolidated subsidiaries for each of the three years in 
the period ended March 31, 1991, which statements reflect total assets constituting 8.8% and 9.3% 
at March 31, 1991 and 1990, respectively, and net sales constituting 17.3%, 18.5% and 14.6% for the 
years ended March 31, 1991, 1990 and 1989, respectively, of the related consolidated totals. These 
statements were examined by other auditors whose reports thereon have been furnished to us, and 
our opinion expressed herein, insofar as It relates to the amounts included for these subsidiaries, is 
based solely upon the reports of the other auditors. 

In our opinion, based upon our examinations and the reports of the other auditors, the accompanying 
consolidated financial statements, expressed in yen, present fairly the financial position of Oki Electric 
Industry Company, Limited and its consolidated subsidiaries at March 31, 1991 and 1990 and the 
results of their operations and their cash flows for each of the three years In the period ended 
March 31, 1991, In conformity with accounting principles generally accepted in Japan consistently 
applied during the period except for the change, with which we concur, made In 1990, In the method 
of accounting for directors’ and statutory auditors’ retirement expenses as described in Note 3 to the 
consolidated financial statements. 

The U.S. dollar amounts In the accompanying consolidated financial statements with respect to the 
year ended March 31, 1991 are presented solely for convenience. Our examination also included the 
translation of yen amounts Into U.S. dollar amounts and, in our opinion, such translation has been 
made on the basis described in Note 2 to the consolidated financial statements. 

June 27, 1991 SHOWA OTA & CO. 

ERNST & YOUNG INTERNATIONAL 


Source: Annual Report, Oki Electric Industry Co. Ltd., Tokyo, Japan, 1991, p. 33. 


Hongkong. Reports of auditors in Hongkong follow the British pattern. Tliey are short and concise and 
use the phrase ‘true and fair’. Auditors in Hongkong confum that the accounts are prepared 
in accordance with the Hongkong Companies Ordinance, as is reflected in the auditor’s report of the 
Mandarin Oriental International Limited (Exhibit 3.14). 

Exhibit 3.14 Extract from the Annual Report of Mandarin Oriental International Ltd. for 1989 

REPORT OF THE AUDITORS 

To the Members of Mandarin Oriental International Limited 

We have audited the Accounts set out on pages 18 to 30 in accordance with approved auditing standards. 

In our opinion the Accounts which have been prepared under the historical cost convention, as 
modified for changes in property values as at 31st December 1988, give a true and fair view of the 
state of affairs of the Company and of the Group at 31st December 1989 and of the profit and changes 

in financial position of the Group for the year ended on that date and have been properly prepared 

in accordance with the Hongkong Companies Ordinance. 

KPMG Peat Marwick Hongkong 

Certified Public Accountants 19th March, 1990 


Source-. Annual Report, Mandarin Oriental International Limited, Hongkong, 1989, p. 31. 
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Argentina. Auditor’s report in Argentina are fairly lengthy and div ided into a number of paragraphs 
mentioning the scope of audit, the financial statements audited, the opinion of the auditor and the 
special information provided under the current reporting requirement. The auditur's report of the Banco 
de Galicia Buenos Aires given as Exhibit 3.15 is divided into four paragraph- and is fairly detailed. 

Exhibit 3.15 Extract from the Annual Report of Banco de Galicia y Buenos Aires for 1992-93 

AUDITORS’ REPORT 

To the Chairman and Directors of 
Banco de Galicia y Buenos Aires 
Sociedad Anonima 
Pte Juan D Peron 407 
Buenos Aires 

Financial Statements Audited 

We have examined the balance sheets of Banco de Galicia y Buenos Aires S )ciedad Anonima as at 
June 30, 1993 and June 30, 1992 and the income statements and stat*?ments of changes in 
shareholders' equity and changes in financial position for the financial years tlvm ended, together with 
accompanying notes 1 to 14, schedules A, B, C, D, E, F, G, H, J, and K, ar J proposed distribution 
of profits, which supplement them. 

Scope of the Audit Work 

Our examinations were conducted in accordance with prevailing auditing standards and included the 
auditing procedures laid down by the Argentine Central Bank in its CONAU-1 Communique. 

Opinion 

In our opinion the financial statements mentioned in paragraph 1, translated to US dollars as described 
in paragraph 3, present fairly the Information on the net worth and financial position of the Banco de 
Galicia y Buenos, Aires Sociedad Anonima at June 30, 1993 and June 30, 1992 and the results of 
its operations, changes in shareholders’ equity and changes in financial position of the financial years 
then ended, in accordance with the rules laid down by the Argentine Central Bank and, except for the 
deferral of losses arising from staff compensations and indemnities in accordance with the provisions 
of Argentine Central Bank Communique “A” 1879 and supplements thereto, referred to in Item 9 of 
Note 1 and in schedule E to the financial statements, they are in accordance with professional accounting 
standards. These standards have been applied consistently in relation to the previous financial year. 

Special Information Provided under Current Reporting Requirements 

In compliance with regulations in force, we hereby report that: 

— The financial statements referred to in 1 above are derived from accounting records maintained in 
accordance with the formal requirements of existing legal provisions and of Argentine Central Bank 
regulations. 

The aforesaid financial statements are recorded in the inventory and balance sheet book. 

— The financial statements referred to In 1 above have been prepared in accordance with provisions 
of Law 19,550 and regulations issued by the Central Bank of Argentine and the National Securities 
Commission (Comision Nacional de Valores). 

— As of June 30, 1993, liabilities accrued in respect of contributions to the National Pension Systems 
as per the accounting records amounted to Ps. 3,240,349.81, none of such liabilities being due and 
payable as of that date. 

— Charges accruing during the fiscal year ended June 30, 1993 in favour of the Institute de Servicios 
Sociales Bancarios (Social Services Institute for Banking Employees) have been fairly computed 
under Law 19, 332 Section 17(f). 

Buenos Aires, July 30, 1993 
Harteneck Lopez y Cla. 

Partner, Miguel C. Blanco 

Public Accountant (UBA) _ 

Source: 88th Annual Report of Banco de Galicia, Buenos Aires, Argentina, 1992-93, pp. 94-95. 
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India. In India, the requirement with regard to the contents of the auditor’s report are mentioned in 
the Companies Act 1956. Accordingly, the audit report contains a paragraph on the scope of audit, 
which is generally restricted to the balance sheet and profit and loss account. The auditor must state 
whether he has obtained all the information and explanation necessary for the purpose of audit and 
whether the company has maintained proper books of accounts as required by law. In case of certain 
manufacturing companies, the auditor is also required to report under the Manufacturing and 
other Companies (Auditor’s Report) Order, 1988, issued by the Company Law Board in temis of 
Section 227(4A) of the Companies Act. The auditors generally issue a separate statement with regard 
to the requirements of this Order, Influenced by the British terminology, Indian audit reports also 
use the phrase ‘true and fair view’ as is reflected in the specimen audit report of TELCO for 1994 
(Exhibits 3.16 and 3.17). 


Exhibit 3.16 Extract from the Annual Report of TELCO for 1993-94 

AUDITORS’ REPORT 


To the Members of 

The Tata Engineering and Locomotive Company Limited 

We have audited the attached balance sheet of The Tata Engineering and Locomotive Company 
Limited, as at 31st March. 1994 and the profit and loss account for the year ended on that date 
annexed thereto and report that: 

1. As required by the Manufacturing and other Companies (Auditor’s Report) Order, 1988, issued by 
the Company Law Board in terms of Section 227(4A) of the Companies Act, 1956, we give in the 
Annexure a statement on the matters specified in paragraphs 4 and 5 of the said Order. 

2. Further to our comments in the Annexure referred to in paragraph 1 above: 

(a) we have obtained all the Information and explanations which to the best of our knowledge and 
belief were necessary for the purposes of our audit; 

(b) proper books of account as required by law have been kept by the Company so far as appears 
from our examination of the books; 

(c) the balance sheet and profit and loss account referred to in this report are in agreement with 
the books of account; 

(d) in our opinion and to the best of our information and according to the explanations given to us, 
the said accounts give the information required by the Companies Act, 1956, In the manner so 
required and give a true and fair view: 

1. in the case of the Balance Sheet, of the state of affairs of the Company as at 31st March, 
1994, and 

2. in the case of Profit and Loss Account, of the Profit of the Company for the year ended on 
that date. 

For A.F. FERGUSON & CO 
Chartered Accountants, 

F.M. CHINOY 
Partner 

Bombay, 11th June, 1994 

Note: The above Report is the report made by the Auditors in terms of Section 227 of the Companies 
Act, 1956 on the Balance Sheet and Profit and Loss Account which are required to be laid 
before the Company in General Meeting and the Balance Sheet and Profit and Loss Account 
referred to therein are not the Abridged Balance Sheet and Profit and Loss Account. 

Source: Annual Report of TELCO, Bombay, India, 1993-94, p. 22. 


For S.B. BILLIMORIA & CO. 
Chartered Accountants, 

Y.H. MALEGAM 
Partner 
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Exhibit 3.17 Extract from the Annual Report of TELCO for 1993-94 


ANNEXURE TO THE AUDITORS’ REPORT 

Referred to in paragraph 1 of our report of even date on the accounts for the y^*ar ended 31st March, 
1994, of the Tata Engineering and Locomotive Company Limited. 

(1) The Company has maintained proper records showing full particulars Including quantitative 
details and situation of fixed assets. As explained to us, a physical vrrjfication of the major 
portion of fixed assets as at 1st April, 1993 was conducted by the Manage?ment during the year. 
In our opinion, the frequency of verification is reasonable and having re jard to the size of the 
operations of the Company and on the basis of explanations received, n our opinion, the net 
differences found were not significant. 

(2) None of the fixed assets have been revalued during the year. 

(3) As explained to us, the stocks of finished goods (other than a significant part of the spare parts 
held for sale) in the Company’s custody have been physically verified Iw the Management as 
at the end of the financial year or after the year end, and In respect stocks of stores and 
spares, and the aforesaid spare parts held for sale, and raw materials in the Company’s 
custody, there is a perpetual Inventory system and a substantial portion of the value of the 
stocks has been verified during the year. In our opinion, the frequency of verification is reasonable. 
In the case of materials lying with third parties, certificates confirming stocks have been received 
in respect of substantial portion of stocks held during the year or at the year end. 

(4) According to the information and explanations given to us; in our opinion, the procedures of 
physical verification of stocks followed by the management are reasonable and adequate In 
relation to the size of the Company and the nature of Its business. 

(5) The discrepancies noticed on verification between the physical stocks and book records were 
not material, having regard to the size of the operations of the Company. 

(6) In our opinion, on the basis of our examination of the stock records the valuation of stocks is 
fair and proper in accordance with the normally accepted accounting principles and, is on the 
same basis as in the preceding year. 

(7) The Company has not taken or granted any loans, secured or unsecured, from/to companies, 
firms or other parties listed in the register maintained under Section 301 of the Companies Act, 
1956 where the rate of interest and other terms and conditions are prima facie prejudicial to 
the interest of the Company. We are informed that there are no companies under the same 
management within the meaning of Section 370(16) of the Companies Act, 1956. 

(8) In respect of loans and advances In the nature of loans given by the Company, where stipulations 
have been made, parties are repaying the principal amounts and interest as stipulated or as 
rescheduled from time to time, excepting In a few cases involving amounts which are not 
material and in respect of which reasonable steps have been taken for recovery. 

(9) In our opinion and according to the information and explanations given to us, having regard to 
the explanations that some of the items purchased are of a special nature and comparable 
alternative quotations are not available, there are adequate internal control procedures 
commensurate with the size of the Company and the nature of its business with regard to 
purchases of stores, raw materials including components, plant and machinery, equipment and 
other assets, and for the sale of goods. 

(10) in our opinion and having regard to our comments in paragraph 9 above, and according to the 
information and explanations given to us, the transactions of purchase of goods and materials 
and sale of goods, materials and services made in pursuance of contracts or arrangements 
entered in the register maintained under Section 301 of the Companies Act, 1956 and aggregating 
during the year to Rs. 50,000 (Rupees fifty thousand) or more in respect of each party have 
been made at prices which are reasonable having regard to prevailing market prices for such 
goods, materials or services, where such market prices are available with the Company or the 
prices at which transactions for similar goods or services have been made with other parties. 

(11) As explained to us, unserviceable or damaged stores, raw materials and finished goods are 
determined by the Management and adequate provisions have been made in the accounts for 
the loss so determined. 
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Exhibit 3.17 Extract from the Annual Report of TELCO for 1993-94 (Cont.) 


(12) In our opinion and according to the information and explanations given to us, and based on the 
view taken by the Company that deposits can be prematurely repaid, with interest, in less than 
6 months from the date of acceptance, the Company has complied with the provisions of 
Section 58A of the Companies Act, 1956 and the Companies (Acceptance of Deposits) Rules, 
1975 with regard to the deposits accepted from the public. 

(13) In our opinion, reasonable records have been maintained by the Company for the sale of scrap. 
We are informed that no realisable by-products are generated by the Company’s operations. 

(14) In our opinion, the Company has an adequate Internal audit system commensurate with the 
size and nature of its business. 

(15) We have broadly reviewed the books of account maintained by the Company relating to the 
manufacture of Motor Vehicles pursuant to the order made by the Central Government for the 
maintenance of cost records under Section 209(1 )(d) of the Companies Act, 1956 and are of 
the opinion that prima facie the prescribed accounts and records have been made and maintained. 
We have not, however, made a detailed examination of the records with a view to determining 
whether they are accurate or complete. To the best of our knowledge and according to information 
given to us, the Central Government have not prescribed the maintenance of cost records 
under Section 209(1 )(d) of the Companies Act, 1956 for any other products of the Company. 

(16) We are Informed by the Company that the Employees’ State Insurance Act, 1948, (ESI) is 
applicable only to certain locations of the Company and In respect of such locations, where 
contributions have been deducted/accrued in the books of account by the Company as also 
Provident Fund dues in respect of all locations, have been regularly deposited during the year 
with appropriate authorities and there were no arrears of such dues at the year end, except for 
demands of Rs. 58.31 lakhs received from the authorities In respect of ESI contributions and 
disputed by the Company. 

(17) According to the Information and explanations given to us, there were no undisputed amounts 
payable in respect of Income-tax, wealth-tax, sales-tax, customs duty and excise duty which 
have remained outstanding, as at 31st March, 1994, for a period of more than six months from 
the date they became payable. 

(18) According to the information and explanations given to us and the records of the Company 
examined by us, no personal expenses have been charged to revenue account, other than 
those payable under contractual obligations or in accordance with generally accepted business 
practice. 

(19) The Company is not a sick industrial company within the meaning of Clause (o) of sub-section 
(1) of Section 3 of the Sick Industrial Companies (Special Provisions) Act, 1985. 

(20) In respect of the Company’s service activity, we report that: 

(a) the Company has a reasonable system of recording receipts, issues and consumption of 
materials and stores and allocating materials consumed to the relative jobs, 

(b) In respect of computer software services, the Company has a reasonable system of allocation 
of actual manhours utilized to the relative jobs. In respect of other service activities, the 
Company has a reasonable system of billing for labour at pre-determined rates per job, 
and does not allocate actual manhours utilized to the relative jobs, 

(c) the Company has a reasonable system of authorization at proper levels, and an adequate 
system of internal control on Issue of stores and allocation of stores and labour to jobs, 

commensurate with the size of the Company and the nature of its business. 

(21) As explained to us, no damaged goods were determined in the class of goods traded in by the 
Company. 


For A.F. FERGUSON & CO. 
Chartered Accountants, 

F.M. CHINOY 
Partner 

Bombay, 11th June, 1994 


For S.B. BILLIMORIA & CO. 
Chartered Accountants, 

Y.H. MALEGAM 
Partner 


Source: Annual Report of TELCO, Bombay, India, pp. 23-24. 
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Enforcement of Standards 

Most of the developed countries of the world have issued auditing standards u ensure uniformity in 
auditing practices, but very few have effective enforcement machinery to ensure compliance. In the 
UK for instance, though the ultimate sanction is expulsion from membership ii the profession, it is 
difficult for the professional bodies to obtain evidence against a defaulting men her because they lack 
subpoena power. Similarly, in the US, expulsion from the state society of from the AICPA does not 
mean that the expelled member cannot practise public accounting. In India, the Auditing Practices 
Committee (APC) was constituted in 1982, to develop statements on Standaid Auditing Practices 
(SAPs). While discharging their attest function it is the duly of the members of he Institute to ensure 
that SAPs are followed in the audit of financial information covered by their a^idit report. If, for any 
reason, a member has not been able to perfonn an audit in accordance with the SAPs, his report 
should draw attention to the material departures therefrom. 

The discussion in the preceding section shows that a great deal of vliversity is prevalent 
internationally with regard to auditing standards and practices. The globalization of capital markets 
in recent years has, however, revealed the need for harmonization of auditing practices along 
with accounting practices, to provide the international investor with comparable and reliable 
information. The efforts made in this direction by the IFAC are, therefore, examined in the following 
section. 

INTERNATIONAL FEDERATION OF ACCOUNTANTS (IFAC) 

The IFAC is an outcome of the tenth International Congress of Accountants (ICA). The ICA was 
established as a forum for exchange of ideas. The first International Congress of Accountants was 
held in the USA in 1904. Thereafter, subsequent conferences were held periodically in different parts 
of the world. The tenth conference held in Sydney, Australia in 1972 was, however, historic, as two 
significant developments took place at the conference — the formation of the International Accounting 
Standards Committee and the establishment of the International Coordination Committee for the 
Accounting Profession (ICCAP). The ICCAP’s membership comprised representatives from twelve 
different countries.* The primary objective of its establishment was the developing and enhancing 
of a coordinated worldwide accounting profession with harmonized auditing standards. The efforts 
of the ICCAP culminated in the formation of the IFAC at the eleventh ICA at Munich in October 
1977. The original agreement was signed by 63 accounting bodies representing 49 countries. At 
present it represents some 110 national professional bodies covering over one million accountants in 
80 countries. 

Structure 

The constitution of the IFAC provides for governing bodies consisting of an assembly and a council. The 
assembly is the larger body comprised of one representative from each member body of the IFAC. 
The important functions performed by the assembly are, to elect members to the council, decide the 
timing, location and host bodies for the international congresses and to fix the financial contributions 
of member bodies. Decisions are normally taken by simple majority vote of eligible members, except 
that change in the scale of contributions by members or in the IFAC’s constitution requires a two- 
thirds vote. 

The IFAC Council is comprised of 15 representatives from member bodies from 15 countries. 

* These included Australia, Canada, France, India, Japan, Mexico, the Netherlands, the Philippines, UK, Ireland, 
the USA, and West Germany. 
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They are elected by the assembly for a five-year term and are responsible for implementing the 
objectives of the IF AC. The Council is required to perform a host of duties such as appointment of 
standing committees, determination of professional accounting bodies to be admitted to membership 
of the IF AC, suspension of members who do not pay their financial contributions, etc. 

The IFAC has established various committees to assist it in achieving its objectives. These 
committees are primarily concerned with auditing and accounting, and include*: 

1. Education committee 

2. Ethics committee 

3. Financial and management accounting committee 

4. International audit practices committee 

5. Public sector committee 

6. Auditing in an EDP environment 

7. World congresses committee. 

Through the work of its Council and various committees IFAC promulgates a range of standards 
and other pronouncements on audit, education, ethics, financial and management accounting, public 
sector and other professional matters. The IFAC also supports the work of the lASC, though it does 
not exercise control over its programmes. 

As regards the performance of IFAC, Peter Agars, its Deputy President observes, “During the 
first 15 years of IFAC’s existence it has achieved the majority of its initial objectives—principally 
to build a robust and respected international framework for the profession with a strong representation 
from all major regions of the world, and to develop and promulgate a set of core professional 
standards and pronouncements.”® 

IFAC is now poised to lead the second phase of development of the international profession. 
With this end in view, it has released the publication Towards the 2lst Century—Strategic Directions 
for the Accountancy Profession, which restates the mission of IFAC as “the development and 
enhancement of the profession to enable it to provide services of consistently high quality in the 
public interest”. To achieve this mission the Council has adopted the following objectives: 

1. To enhance the standards and development of the profession by issuing technical and 
professional guidance and by promoting the adoption of its pronouncements and those of the lASC. 

2. To foster a strong and cohesive profession by providing leadership in emerging issues, 
coordinating with regional organizations and member bodies, and assisting them in achieving the 
strategic objectives. 

To assist with the formation and development of national and regional organizations which 
service the interests of accountants in public practice, commerce, industry, public sector, and education. 

3. To promote the profession’s role, responsibilities, and achievements in advancing the interests 
of member bodies and in serving the public interest. 

4. To liaise with international organizations to influence the development of efficient capital 
markets and international trade in services. 

Each of these objectives is supported by a set of strategic directions and by a number of 
ongoing activities. 

‘ As stated in the report of the Council for 1991, the Planning Committee has been disbanded. 
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The International Auditing Practices Committee (lAPC) of the IFAC, has already made 
considerable headway with regard to the first objective. It has been working in close coordination 
with representatives of the International Organization of Securities Commission (IOSCO) with the 
objective of obtaining the acceptance of its standards for the purpose of multinational offering of 
securities. With this aim in view, the lAPC has after a two year review, approved a codified set of 
all its 31 International Standards on Auditing (ISA). The codification, however does not materially 
alter the content of the ISA, but is intended to make them more user-friendly. The basic principles 
and essential procedures are highlighted in bold letters, the format follows the conduct of an audit 
from planning through fieldwork to financial reporting, and consolidates the two risk assessment 
standards. The terminology has also been standardized. There is a new standard on Consideration of 
Laws and Regulations in an Audit of Financial Statements. It deals with the auditor’s responsibility 
with respect to the prevention, detection and reporting of misstatements resulting from illegal acts. 
It discusses the procedures to be performed and the reporting to be done wheie non-compliance is 
discovered. This standard is viewed by the IFAC as the final step in the development of a comprehensive 
set of auditing standards for use throughout the world. With the publication of the codified auditing 
standards the existing ISA stand withdrawn. 

Table 3.1 contains a list of the revised standards issued by the IFAC. An examination of the 
list reveals that if it is successful in achieving the latter part of its first revised objective i.e. promoting 
the adoption of its pronouncements it will go a long way in enhancing the credibility of audited 
financial statements of multinational corporations in particular, and remove an important impediment 
to the free flow of capital and money across-borders. It is encouraging that the IFAC has under its 
strategic plans focused on the imperative need to do more to help to advance the profession in 
developing countries. 


SUMMARY 

Over the past few decades auditing has matured into a complex and controversial professional 
activity, which encompasses both an investigative and a reporting process. An examination of the 
international audit environment reveals that a great deal of diversity is prevalent, particularly with 
reference to the legal requirements for an audit and its scope, the collection of evidence, and 

Table 3.1 International Standard of Auditing 


Number 


Standard 


ISA 

1 

ISA 

2 

ISA 

3 

ISA 

4 

ISA 

5 

ISA 

6 

ISA 

7 

ISA 

8 

ISA 

9 

ISA 

10 

ISA 

11 

ISA 

12 

ISA 

13 

ISA 

14 


Objectives and Scope of the Audit of Financial Statements 

Audit Engagement Letters 

Basic Principles Governing an Audit 

Planning 

Using the Work of Another Auditor 

Study and Evaluation of the Accounting System and Related Internal Controls in Connection with 
an Audit 

Control of the Quality of Audit Work 

Audit Evidence 

Documentation 

Considering the Work of Internal Audit 
Fraud and Error 
Analytical Procedures 

The Auditor’s Report on Financial Statements 

Other Information in Documents Containing Audited Financial Statements 
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Table 3.1 International Standard of Auditing (Cent.) 


Number 

Standard 


ISA 15 

Auditing in an EDP Environment 


ISA 16 

Computer-Assisted Audit Techniques 


ISA 17 

Related Parties 


ISA 18 

Using the Work of an Expert 


ISA 19 

Audit Sampling 


ISA 20 

The Effects of an EDP Environment on the Study and Evaluation 
Related Internal Controls 

of the Accounting System and 

ISA 21 

Date of the Auditor’s Report; Events After the Balance Sheet; 
Financial Statements Have Been Issued 

Discovery of Facts After the 

ISA 22 

Representations by Management 


ISA 23 

Going Concern 


ISA 24 

Special Purpose Audit Reports 


ISA 25 

Materiality and Audit Risk 


ISA 26 

Audit of Accounting Estimates 


ISA 27 

The Examination of Prospective Information 


ISA 28 

First Year Audit Engagements — Opening Balances 


ISA 29 

The Assessments of Inherent and Control Risks and their Impact on Substantive Procedures 

ISA 30 

The Audit of International Commercial Banks 


ISA 31 

Consideration of Laws and Regulations in an Audit of Financial Statements 


comnniunication of results. Again, different countries have resorted to different measures to ensure the 
independence of auditors and the enforcement of standards. This is so because the level of severity 
of the sanctions necessary to ensure that the standards are complied with will vary from country to 
country. For instance, in Japan a reprimand may be enough to ensure compliance, but in western 
countries, similar circumstances may compel imposition of more severe sanctions. 

The IFAC is engaged in the stupendous task of developing and enhancing a coordinated 
worldwide profession with harmonized standards. Through the work of its Council and various 
conunittccs it promulgates standards and other pronouncements on audit education, ethics, financial 
and management accounting, public sector and other professional matters. It has recently revised and 
codified its International Standards on Auditing to rationalize them and make them more user- 
friendly, with a view to promoting their adoption. It is only with the adoption of a uniform set of 
standards that the diversity prevalent in the audit environment internationally can be reduced. 

REVIEW QUESTIONS 

1. “The definition of auditing has undergone a change over time.“ Do you agree with this 
statement? Explain your position. 

2. Examine the different types of audits performed in recent times. Also trace the evolution of 
auditing. 

3. “Independence of the auditor is the keystone of the profession.” Comment bringing out the 
measures taken in different countries to ensure independence of the auditor. 

4. What do you understand by financial audit? Is it a compulsory phenomenon throughout the 
world? 

5. Compare the provisions with regard to auditing in Japan and the United States, also explain the 
reasons for the differences, if any. 
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6. Examine the important provisions with regard to auditing in the UK. Are they similar to the 
provisions in other European countries? 

7. Write a detailed note on the state of auditing in India. Would you agree that the practices in 
India are greatly influenced by the British practices? 

8. Examine the role of the IFAC in harmonizing the international auditing practices, 

9. “The primary objective of audit is the same throughout the world, yet the auditor’s communication 
to the members in the form of the auditor’s report tends to vary.’’ Comment, bringing out the 
important visible differences. 

10. Examine the main contents of an auditor’s report in India. Arc they anv different from the 
reports submitted by auditors in developed countries such as the USA? I xplain 
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Chapter 4 


Foreign Currency Translation 


INTRODUCTION 

International operations arc conducted in an environment in which there is no universal currency 
or common unit of account. Consequently, firms transacting with dealers in other countries are 
usually confronted with the twin problems of conversion and translation. Conversion signifies the 
physical exchange of one currency and another. Translation on the other hand, is simply a change 
in the monetary expression, e.g., a balance sheet expressed in rupees restated in British pound 
equivalents. It is interesting to note that accountants had been confronted with the problem of 
translation of foreign monies long before the days of Paciolo* as is revealed in his writings narrated 
by Richard Brown:’ 

The first important duly of the bookkeeper was to convert (translate) each item in the Memorial 
to the monetary unit in which his accounts were kept; having made this calculation, he transcribed 
the entry into the journal. Paciolo had prescribed the use of three books at that time—the Memorial, 
the Journal and the Ledger. The Memorial was required becau.se of the confused state resulting 
from the use of several monies at that time. 

In the modern era, the problem has assumed new dimensions and today accounting for foreign 
currency translation is undoubtedly one of the most controversial technical issues faced by multinational 
enterprises. This chapter will focus on the accounting treatment of international transactions, the 
alternative translation methods in vogue, the approaches to accounting for translation adjustments and 
the practices prevalent in different countries. 

THE NEED FOR TRANSLATION 

Multinational enterprises (MNEs) required to prepare consolidated financial statements incorporating 
the results of both domestic and foreign operations, face a peculiar problem when the component 
financial statements arc denominated in different cuiTencies.** For instance, to prepare consolidated 
balance sheet and income statement of a Japanese holding company and its Indian subsidiary, the two 
financial statements must be denominated in the same currency. It would be meaningless to add the 
Japanese yen and the Indian rupee. A single currency framework is necessary for this purpose and 
generally it is cast in the currency of the parent company, since its shareholders and creditors are the 
main users of the con.solidated statements. Accordingly, the financial statements of the subsidiary 
denominated in rupees would have to be changed to yen. This process is termed as translation. It is 

* Lucas Paciolo, an Italian, is considered to be the Father of modern accounting as he is believed to have 
invented the double entry system of accounting in the 15lh century. His book on the subject {De 
Computis €t Scriptures) was published in Venice in 1494 and later translated into English in 1543 by Hugh 
Oldcastlc. 

** For more details .see Chapter 5 on con.solidation. 
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necessary to mention here that the Indian Companies Act at present does not require consolidation 
of the subsidiary’s accounts with those of the parent company. Holding companies in India are 
merely required to include in their annual reports, a statement pursuant to Section *^112 of the Companies 
Act relating to both their Indian and foreign subsidiaries (the Companies Bill 1993 pending 
before Parliament, however, proposes to amend this provision). The financial statements of the 
foreign subsidiaries are, therefore, included in their annual reports in the domestic currency of ihc 
country where the subsidiary is domiciled. The problem of foreign currency translation in India, 
therefore, arises only in respect of financial statements of foreign branches of the parent entity 
(Head Office). 

The need to translate also arises when reporting activities of foreign brain ties. To evolve a fair 
and complete picture of the company, it is essential that the accounts of brand and the head office 
be combined. This necessitates the use of translation procedures. 

Translation of financial statements may also be undertaken when reporting the activities of an 
independent company, domiciled in one country, to audiences-of-interest in another country. 

ORIGIN OF THE PROBLEM 

Translation problems originated because of volatility in exchange rates. Late 1971 witnessed an 
abrupt end of the Bretton Woods System. Consequently, fixed exchange rates were abandoned. A 
system of floating exchange rates now prevails, which has complicated the problem of foreign 
exchange conversion and translation procedures adopted by multinational enterpri.ses. Referring to 
the complications involved, Choi and Mueller^ opine that "Huctuating exchange rate values increase 
the number of translation rates that can be used to implement the translation process. Currency 
gyrations give rise to exchange gains and losses that complicate the evaluation of multinational 
operations”. Currency volatility creates problems for both, foreign currency transactions and translations. 
It is proposed to first examine the problems associated with international transactions and then move 
on to the translation issue. 

INTERNATIONAL TRANSACTIONS 

International transactions include importing, exporting, foreign borrowing, foreign lending and forward 
contracts. An international transaction must be denominated in a foreign currency. For instance, if 
an Indian firm decides to purchase a component part from a company abroad and the parties agree 
that the buyer will pay in rupees, it will not amount to an international transaction from the Indian 
buyer’s point of view. From the seller’s viewpoint, however, it would be one as a foreign currency 
is involved. The opposite would be true if the currency of denomination were the US dollar. Then 
the transaction would be international from the Indian firm’s point of view but not for the foreign 
company located in the United States. 

Accounting Issues 

The accounting issues relating to international transactions revolve around the important dates 
associated with the transaction. Normally, there is a three-date cycle: first, the date on which the 
transaction was first initiated; second, an interim reporting date which may interrupt the cycle, and 
third, the settlement date. The problem arises because currency volatility causes the domestic 
value of the transaction to differ over the three-date cycle. Assume, in the above example, that the 
Indian buyer is required to pay in dollars, then on the date of initiation of the transaction he will be 
obliged to pay a foreign currency amount, i.e. dollars. To record the transaction in his books, the 
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foreign currency amount would have to be translated into domestic currency (i.e. rupees) 
using, usually, the spot rate prevailing on the date of the transaction. If there is no change in the 
exchange rate, the domestic value of the foreign currency amount on the settlement date will be 
the same as recorded on the transaction initiation date. However, if the rate changes, the two will 
differ necessitating an accounting treatment for the difference. The problem becomes more 
complex when an interim reporting date interrupts the cycle. There are two opinions on the 
accounting treatment to be accorded to foreign currency gains or losses arising on the 
transaction: the single transaction approach and the dual transaction approach. The principal 
difference between the two approaches is with regard to the treatment of exchange differences 
at the interim reporting dates or the settlement dates. These approaches are discussed in detail 
below. 

Single transaction approach. This approach is based on the premise that a transaction and its 
subsequent settlement are a single event; consequently, exchange differences are treated as an 
adjustment to the original transaction accounts. In other words, exchange differences are charged or 
credited to the cost of goods purchased or to an export sale. To illustrate, an Indian manufacturer 
purchased goods from a US dealer on March 2, 1994, and the payment of $ 10,()00 fell due on 
May I, 1994. The Indian company operates on a financial year basis (i.e. I si April to 31st March), 
there would be an interim reporting date on March 31, 1994. Assume the exchange rates prevailing 
on the different dates were as follows: 

On initial transaction date the rate was $1 = Rs 31.00 

On interim reporting date the rate was $1 = Rs 31.25 

On settlement date the rate was $1 = Rs 31.50 

Under the single transaction approach, the initial transaction would be recorded on March 2, 

1994 at Rs 310,000 both as regards the goods purchased and the corresponding liability (for accounting 
entries see Exhibit 4.1). On March 31, 1994, the date when the company closes its books of accounts, 
since the rate increased to Rs 31.25, the company would increase the carrying value of the goods 


Exhibit 4.1 Indian Company’s Records—Single Transaction Approach 




Rs 

Rs 

02.03.94 

Purchases 

Accounts Payable 

(Credit purchase of $ 10,000 at Rs 31.00 recorded) 

310,000 

310,000 

31.03.94 

Purchases 

Accounts Payable 

(Change in initial exchange rate by Re 0.25 recorded) 

2,500 

2,500 

01.05.94 

Inventories 

Accounts Payable 

(Additional change in exchange rate of Re 0.25 recorded) 

2,500 

2,500 

01.05.94 

Accounts Payable 

Cash 

(Settlement of foreign currency payable $ 10,000 at 

Rs 31.50 recorded) 

315,000 

315,000 
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to Rs 312,500 and the liability would also increase correspondingly. Had these goods been sold prior 
to March 31, 1994, the addition if any, would have been charged to the cost of goods sold. On the 
settlement date the rate has further increased to Rs 31.50, hence the carrying value of the goods and 
the corresponding liability would be further increased by Rs 2,500 (the difference between 
Rs 315,000 and Rs 312,500). Had the transaction been a sale, the value of the sales would have been 
adjusted accordingly. Thus, under this approach, the foreign exchange difference is not considered 
separately as an expense. Instead, it is treated as an adjustment of the carrying value of the goods 
purchased. The domestic cost of goods imported cannot, therefore, be confirmed until the transaction 
is finally settled and the foreign currency on that account paid. 

Dual transaction approach. In contrast to the previous approach, this view considers the foreign 
exchange element of an international transaction as separate from the cost ot the goods, and it is 
accounted for separately. In other words, the goods purchased or sold are recorded in the books of 
accounts at the rate prevailing on the date of the initial transaction, no adjustments being made 
therein for subsequent changes in the rate. These changes are instead considered as an expense and 
charged to loss on foreign exchange account, where the change is unfavourable. Favourable changes 
on the other hand, are credited as a gain. To revert to our previous example: On the date of purchases, 
i.e. March 2, 1994, the purchases and corresponding liability would be recorded as Rs 310,0()0 (for 
accounting entries see Exhibit 4.2). On 31st March, 1994 when the books of accounts are closed, if 


Exhibit 4.2 Indian Company’s Records—Dual Transaction Approach 




Rs 

Rs 

02.03.94 

Purchases 

Accounts Payable 

(Credit purchases of $ 10,000 at Rs 31.00 recorded) 

310,000 

310,000 

31.03.94 

Loss on Foreign Exchange 

Accounts Payable 

(Effect of change in initial exchange rate recorded) 

2,500 

2,500 

01.05.94 

Loss on Foreign Exchange 

Accounts Payable 

2,500 

312,500 



Cash 315,000 

(Effect of additional rate change and settlement of 
payable $ 10,000 at Rs 31.50 recorded) 


these goods remain unsold, they would be shown in the balance sheet at Rs 310,(K)0. The change in 
the rate, would be recorded in the ‘Loss on Foreign Exchange’ account and in the ‘Accounts Payable’ 
account. This loss on foreign exchange account would appear in the income statement at the end of 
the year. On May 1, 1994, the date of settlement, as the rate has further increased, the additional loss 
of Rs 2,500 would again be charged to Loss on Foreign Exchange account. Thus, the original 
transaction and the loss or gain thereon are not disturbed by exchange rate differences. 


FORWARD EXCHANGE CONTRACTS 

Forward exchange contracts arc a distinctive kind of international transactions. They are contracts 
where the sellers a^ee to sell a certain amount of foreign exchange to be delivered at a future date. 
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at a price agreed to in advance. Analogously, a buyer agrees to buy a certain amount of foreign 
exchange at a future date at a predetermined price. Usually, these contracts are on a ninety days basis 
though both shorter and longer contract periods exist. 

In its basic form, a forward contract is a mechanism for minimizing risks. It can be used 
advantageously by exporters, importers, borrowers, and lenders who have an outstanding payable or 
receivable denominated in a foreign currency, or a foreign currency commitment. Forward contracts 
enable them to fix permanently the domestic currency value of the receivables or payables. Forward 
contracts may also be employed to minimize the effect of exposed positions in a foreign currency. 
For instance, if a company is anticipating foreign exchange losses on account of currency translation, 
forward contracts could be used to procure foreign exchange gains to offset such translation losses. 
Forward contracts may also be used for speculation to benefit financially from anticipated movements 
in exchange rates. 

Accounting Issues Involved 

Accounting for forward contracts is a controversial issue, considering that it may be employed for 
varied purposes. The accountant is primarily concerned with two issues: treatment of forward premium 
or discount, and adjustment of foreign exchange gain or loss on the forward variation. Before we deal 
with the accounting treatment of the forward premium or discount, it would be proper to explain 
these terms. The forward and spot rates prevailing on a particular day are generally different. When 
the forward rate (Fr) is higher than the spot rate (Sr) we call it a premium. On the other hand, when 
it is lower we term it to be at a discount. This difference between spot and forward rates is also 
termed as ‘spread’. Let us assume that the spot rate for £ 1 is $ 3. If the thirty-day forward rate is 
$ 3,10, there is a premium. On the other hand, if the thirty-day forward rate for £ 1 is $ 2.90, there 
is a discount. Denoting Sr as spot rate and Fr as forward rate we get: 

Fr > Sr = Premium 

Fr < Sr = Discount 

The difference typically reflects the interest differentials between the two nations whose currencies 
are being considered. As regards the treatment of forward premium or discount, the alternatives 
possible are to defer it as part of the base of the related item, or write it off against income over the 
life of the forward contract. Similarly, the foreign exchange gain or loss on the forward contract may 
be recognized currently in net income or deferred as part of the base of the related item. The actual 
practice prevailing in the country is largely determined by the accounting standard to the effect issued 
by the standard-setting body. 

The following example will illustrate the accounting treatment of a forward contract that 
qualifies as a hedge for an identifiable foreign currency commitment. Assuming that on January I, 
1993, an Indian company agrees to purchase an item of equipment costing deutsch-mark 
(DM) 100,(XX), to be manufactured by a Gennan manufacturer and delivered on January 1, 1994. 
Payment to be made on delivery. It is important to note here that as the commitment to purchase 
the equipment is an executory contract till January 1, 1994, the Indian company will record it only 
then. Assume that, to hedge this foreign currency commitment, it enters into a forward contract 
on January 1, 1993 to purchase DM. Assume further that the forward rate on January 1, 1993 is 
1 DM = Rs 17.50 and the spot rate is 1 DM = Rs 17.(X). The Indian company closes its books 
on December 31, 1993. The exchange rate then prevalent is 1 DM = Rs 17.25 and the same rate 
prevails on 1.1.94. The journal entries to record the forward contract under the deferral approach 
are given in Exhibit 4.3. 
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Exhibit 4.3 Indian Company’s Records: Forward Contract Under Deferral Approach 


01.01.93 

31.12.93 

01.01.94 

01.01.94 

01.01.94 

01.01.94 


DM Receivable 
Deferred Cost on Forward 
Accounts Payable 
(Premium on forward deferred) 

DM Receivable 

Deferred Foreign Exchange Gain 
(Gain in value of forward contract, i.e. 

Rs 17.25 - Rs 17.00 deferred) 

Accounts Payable 
Cash 

(Closing of forward contract recorded) 

Investment in DM 
DM Receivable 

(Receipt of DM as part of forward contract recorded) 

Equipment 
Investment in DM 

(Equipment in Rs at current value of DM recorded) 

Deferred Foreign Exchange Gain 
Equipment 

Deferred Cost on Fonvard 
(Final cost of equipment recorded) 


Rs Rs 

1,700,000 

50,000 

1,750,000 

25,000 

25,000 


1,750,000 

1,750,000 


1,725,000 

1,725,000 


1.725,000 

1,725,000 


25,000 

25,000 

50,000 


On January 1, 1993, when the forward contract is entered into, the premium of Rs 50,000 on 
the forward transaction is recorded in a separate account. The Deferred Cost on Forward Account, 
the DM Receivable being debited at the current spot rate of the mark (i.e. Rs 17.00). At the end of 
the accounting period when the company closes its books, it will adjust the change in the exchange 
rate. As the spot rate is higher on December 31, 1993 (i.e. Rs 17.25 as against Rs 17.00 earlier), the 
company will record a deferred gain on the value of the forward contract. A number of entries are 
recorded on the transaction date i.e. January 1, 1994. The forward contract would have to be closed, 
making a payment of Rs 1,750,000. The receipt of the DM 100,000 as part of the forward contract 
at the spot rate of Rs 17.25 will be recorded. Had there been a change in the exchange rate since the 
end of the year, the DM 100,000 would have been recorded at the current spot rate and another 
forward exchange gain or loss recognized. This is, however, not the final cost of the equipment as 
the deferred premium and the deferred gain accounts must also be u*ansferred to the equipment 
account. Consequently, the final cost of the equipment is Rs 1,750,000 which is exactly what was 
intended. Also, the forward contract was taken to cover the commitment and lock the rupee cost of 
the equipment at Rs 1,750,000. 

Let us now examine the pronouncements made By standard-setting bodies with regard to 
treatment of international transactions and forward contracts in select countries. 

United States. Prior to 1975 firms in the USA could use either of the two approaches for treatment 
of international transactions. The first major pronouncement in this regard, made by the Financial 
Accounting Standards Board (FASB) was the Financial Accounting Standard No. 8^ (FAS 8), which 
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embraced the dual transaction approach. International transactions denominated in foreign currency 
were required to be translated into dollars using the exchange rate in effect on the transaction date. 
Thereafter, at the reporting date, any foreign currency receivables, payables, or assets carried at 
market value were to be adjusted at current exchange rate and the resulting exchange gain or loss 
if any, recognized in current income for the period. 

The later pronouncement, FAS 52^^ made in 1981 did not significantly affect the accounting 
treatment of international transactions contained in FAS 8. The major change was that foreign 
exchange gain or loss was to be taken to the translation adjustment account in the balance sheet in 
two situations either when the transaction was intended as hedge of a net investment in a foreign 
entity, or in the case of an intercompany transaction of a long-term nature. 

As regards forward exchange contracts, the accounting treatment under FAS 8 depended on the 
purpose for which it was utilized. The three uses recognized by the standard were: 

1. To hedge a foreign currency commitment (existing or anticipated) 

2. To hedge other exposures such as translation exposures 

3. To speculate in foreign currencies. 

Where the forward exchange contract was used to hedge an identifiable foreign exchange 
commitment the discount/premium was to be deferred as part of the base of the related item. Gains 
or losses arising on account of forward contracts used for hedging an exposed net asset or liability 
position were to be recognized in income for the current period. The premium or discount had to be 
amortized over the duration of the contract. When used for speculative purposes, the premium/ 
discount and gains or losses were to be recognized in current net income. Prior to the issuance of 
FAS 8, very little was found in professional accounting literature concerning forward contracts. The 
tirst official comprehensive treatment came with FAS 8. The subsequent pronouncement brought 
about two modifications in the treatment. These were: 

1. FAS 8 had laid down certain conditions to qualify a forward contract as ‘commitment 
hedge’. These conditions have been relaxed by FAS 52. 

2. Gains or losses which related to a hedge of an exposed net asset or liability position have 
now to be reported as a separate component of shareholders’ equity, instead of being recognized in 
income of the period in which they occur, as was required earlier. 

International Accounting Standards Committee 

The International Accounting Standards Committee (lASC) issued IAS-21*, “Accounting for Effects 
of Changes in Foreign Exchange Rates”, in July 1983^ which became operative for financial statements 
covering periods beginning on or after January 1, 1985. Its important provisions are: 

1. Transactions denominated in a foreign currency are to be recorded in the reporting currency 
at the actual rate in effect on the transaction date or at a rate that approximates the actual rate. Foreign 
currency monetary items resulting from the transactions are to be translated at the current rate on 
subsequent dates. 

2. The treatment accorded to transaction gains and losses on long-term monetary items under 
IAS 21 is different from the US and British treatment. It permits a deferral and amortization approach, 
except that exchange losses on an item are not to be deferred for recognition in future periods if it 
is reasonable to expect that recurring exchange losses will arise on that item in time to come. 

*Scc page 70 for provisions of IAS 21 (revised). 
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3. The treatment of hedges as net investment is similar to that in FAS 52. Analogously, the 
premiiim/discount arising on account of forward exchange contracts used as hedge for identified foreign 
currency commitments is to be amortized over the life of the contract. The standard was revised in 
1994. The provisions of the revised standard have been discussed later alongwith iranslation provisions. 

Canada. The Canadian Institute of Chartered Accountants (CICA) issued a standard on foreign 
currency translation in 1978 but it was suspended before it could be effected, partly because of 
protests from the business community and partly because of review of the FAS 8 by the USA. Since 
then, the CICA continued to grapple with this vexatious subject and a revised standard. Translation 
of Foreign Currency Transactions and Foreign Currency Financial Statements,^ was finally issued in 
1983. Tailored to meet the needs of Canadian business, important provisions v)f the standard are: 

1. On the date of a transaction all elements of the transaction should be lecorded in Canadian 
dollars using the rate prevailing on that date; any unsettled monetary items (assets and liabilities) 
existing on subsequent reporting dates to be adjusted for changes in exchange rates if any. Analogous 
treatment was to be accorded at market value to any non-monctary assets that are carried. In order 
to provide for a particular feature of Canadian business,* the Canadian standard introduces an approach 
to deferral and amortization of exchange losses that is dramatically different from that of SSAP 20 
and FAS 52 (the British and the US standards). Exchange gains and losses arising on account of long¬ 
term monetary items denominated in a foreign currency are to be amortized on a systematic and 
rational basis over the remaining life of the monetary item. Exchange differences from settled 
transactions and from translation of monetary and non-monetary items carried at market prices 
should, however, be adjusted to net income for the current period. 

2. As regards forward foreign exchange contracts, the Canadian Standard recognizes that 
companies may want to protect themselves against the risk involved in doing business in foreign 
currencies. When an item is regarded as a hedge of a foreign currency exposure, it should be 
identified as such and there should be reasonable assurance that it will be effective as a hedge. Where 
a hedge is taken out to protect a transaction, then the Canadian dollar basis of the transaction is fixed 
by the hedge. Exchange gains and losses on a monetary item which is identified as a hedge of another 
monetary item, are offset against the exchange gains or losses on the hedged item. Exchange differences 
on a monetary item which is hedged by a non-monetary item are deferred until the settlement of the 
monetary item. When loans or borrowings are intended to hedge a net investment in a self-sustaining 
subsidiary, exchange differences on these loans are treated in the same manner as exchange differences 
of the self-sustaining subsidiary, i.e. deferred as the separate component of shareholders’ equity. 

The United Kingdom. The Accounting Standards Committee** in the UK, after considerable delay, 
eventually published SSAP 20, the standard on Foreign Currency Translation, in 1983^. SSAP 20 is 
primarily based on ED 27 issued in October 1980, with minor changes necessitated by comments 
received in response to the Exposure Draft and is effective for accounting periods beginning on or 
after April 1, 1983. The important provisions with regard to international transaction incorporated 
therein are: 

1. The asset or liability, revenue or cost, arising from a transaction denominated in a foreign 
currency should be translated at the exchange rate in operation on the transaction date. An average 

* Canadian firms are net importers of capital especially from the US. 

** Now Accounting Standards Board (ASB). 
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rate for the period may be employed where fluctuations in exchange rate are not significant. Where the 
transaction is to be settled at a contracted rate» that rate should be used for the translation process. 
In the case of transactions covered by forward contracts, the rate specified therein may be used. Non¬ 
monetary items resulting from the transaction are to be carried in the firm’s books at historic rates. 
Monetary items should be later adjusted to the new current rate at subsequent reporting or settlement 
dates and the resulting foreign exchange gains or losses recognized in current income. 

2. Foreign exchange gains or losses on settled transactions and unsettled monetary items are 
normally to be recognized in income statements of the period. Exchange gains or losses on long-term 
monetary items should be recognized in the profit and loss account. However, in exceptional cases 
where there are doubts as to the convertibility or marketability of the currency in question, on 
grounds of prudence such gains ought not to be recognized in the income statement. 

Australia. The Australian Standard AAS 20: “Foreign Currency Translation”^ also contains provisions 
with regard to translation of currency transactions. The important provisions of the standard are: 

1. When a foreign currency transaction is recognized, each asset, liability, revenue or expense 
arising from the transaction must be measured and recorded in the domestic currency using the 
exchange rate in effect on the date of transaction. 

2. Foreign currency monetary items outstanding at balance sheet date should be translated at 
the spot rate current on that date. Exchange differences relating to foreign currency monetary items, 
other than those which can be reasonably attributed to qualifying assets, shall be recognized in the 
profit and loss account or its equivalent, in the period in which they arise, as exchange gains or 
losses. Monetary items which relate directly or can be reasonably attributed to qualifying assets, shall 
be included in the cost of acquisition of those assets, but only to the extent that they arise before the 
assets cease to be qualifying assets. Exchange differences are not to be included in the cost of 
acquisition of any other asset. 

India. The Accounting Standards Board (ASB) in India had issued an accounting standard AS 11 
on “Accounting for the Effects on Changes in the Foreign Exchange Rates” in March 1989.^ The 
standard was, however, withdrawn with the issuance of an exposure draft to revise the standard, in 
August 1993.^^ The revised standard was issued in December 1994. The important provisions of the 
revised standard with regard to foreign currency transactions are: 

1. A transaction in a foreign currency should be recorded in the reporting currency, by applying to 
the foreign currency amount the exchange rate between the reporting currency and the foreign currency 
at the date of the transaction, except in respect of interrelated transactions, in which case the statement 
requires the application of the same exchange rate for reporting a group of interrelated transactions. 

2. At the balance sheet date, monetary items denominated in a foreign currency should be 
reported using the closing rate. However, in circumstances where the closing rate does not reflect 
with reasonable accuracy the amount in reporting currency that is likely to be realized from, or 
required to disburse, the foreign currency item at the balance sheet date, a rate that reflects 
approximately the likely realization or disbursement as aforesaid should be used. 

3. Non-monetary items (other than fixed assets) which are carried in terms of historical cost 
denominated in a foreign currency should be reported using the exchange rate at the date of the 
transaction. 
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4. Non-monetary items (other than fixed assets) which are carried in terms of fair value or 
other similar valuation, e.g. net realisable value, denominated in a foreign currency should be reported 
using the exchange rates that existed when the values were determined. Exchange differences arising 
on foreign currency transactions should be recognized as income or as expenses in the period in 
which they arise except as stated in para 10. 

Para iO requires that the carrying amount of fixed assets should, to the extent not already so 
adjusted or otherwise accounted for, be adjusted to account for any increase or decrease in the 
liability of the enterprise as expressed in the reporting currency by applying the closing rate, for 
making payment towards the whole or part of the cost of the assets or for repayment of the whole 
or a part of the monies borrowed by the enterprise from any person, directly oi indirectly, in foreign 
currency specifically for the purpose of acquiring those assets. 

5. An enterprise may enter into a forward exchange contract, or another financial instrument that 
is in substance a forward exchange contract, to establish the amount of the reporting currency required 
or available at the settlement date of a transaction. The difference between the forward rate and the 
exchange rate at inception of the forward exchange contract should be recognized as income or 
expense over the life of the contract, except in respect of liabilities incurred for acquiring fixed assets, 
in which case, such difference should be adjusted in the carrying amount of the respective fixed assets. 

Any profit or loss arising on cancellation of a forward contract should be recognized as income 
or as expense for the period, except in case of a forward exchange contract relating to liabilities 
incurred for acquiring fixed assets, in which case, such profits or losses should be adjusted to the cost 
of the respective fixed asset. 

6. Where the carrying amount of a depreciable asset has undergone a change in accordance 
with the adjustments discussed above, the depreciation on the revised unamortized depreciable amount 
should be provided for in accordance with Accounting Standards (AS) 6: Depreciation Accounting. 

FOREIGN CURRENCY TRANSLATION 

It will be no exaggeration to state that the most significant and controversial aspect of international 
accounting is the translation of foreign financial statements for consolidation with domestic financial 
statements. As stated earlier, a single currency framework is essential to facilitate the grouping of like 
financial data. 

Translation problems arise on account of the system of floating exchange rates now prevalent. 
The two major issues that the accountants are faced with are the appropriate exchange rate to be used 
in the translation process and the manner in which the translation differences are to be accounted for. 

To elucidate: Suppose that the British branch of an Indian company acquired an asset costing 
£ 1,000 on December 31, 1992, when the rate of exchange was 1 £ = Rs 42.00. A year later on 
December 31, 1993, the branch still held the asset and it is included in the balance sheet at its historic 
cost of £ 1,000. The exchange rate on December 31, 1993 was 1 £ = Rs 45.00. While incorporating 
the financial statements of the British branch, the parent entity will be confronted with two 
problems: 

1. What value should be placed on the asset in the balance sheet? Under historical cost accounting 
the two possible values are: 

(a) The first option could be to include the asset in terms of rupees at the date of acquisition, 
by translating the pound cost using the exchange rate at the date of acquisition, i.e. 1,0(X) x 42.00 
= Rs 42,000. 
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(b) The second option could be the rupee equivalent of the pound cost at the balance sheet 
date, i.e. 1,000 X 45.00 = Rs 45,000. The rate of exchange prevailing at the end of the accounting 
period is known as the ‘closing rate’ or ‘current rate’. 

2. The second basic problem is: If the latter figure, i.e. Rs 45,000, is used in the 1993 balance 
sheet, how should the difference between this figure and the value of the asset in the 1992 balance 
sheet, i.e. Rs 42,000 be dealt with? An increase in the value of the asset to the extent of Rs 3,000 
will have to be accounted for. The problem is significant because it has an impact not only on the 
balance sheet but also influences the computation of profits, as there is deemed to be an increase in 
the company’s net worth over a period of time. The problem needs to be dealt with in greater detail. 

Different Approaches to Translation 

The quest for a single comprehensive method of translation has engaged the energies of accountants all 
over the world for the last few years but no agreement has as yet been reached. Different countries have 
issued different standards in this regard. This section examines the different methods of translation in 
vogue. Translation of the balance sheet and profit and loss account items have been dealt with separately. 

Translation of the balance sheet. In practice, assets and liabilities are translated, using either the 
current rate or the historical rate. The different translation approaches in vogue may be classified on 
the basis of the number of rates employed in the process of translation. Thus, there is the single-rate 
approach, where the foreign balances are restated as their domestic currency equivalents on the basis 
of one rate only, this being the closing or current rate. The second approach uses methods which 
employ more than one rate and are known as multiple-rate methods. (See Figure 4.1 for the different 
translaticfn methods.) 



Fig. 4.1 Different translation methods. 

(a) Single-rate approach. The single or current rate approach treats foreign operations as if they 
existed separately and apart from the parent. Hendriksen terms it as the ‘net investment* approach 
wherein: 
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The business of the foreign subsidiary or division is viewed as an investment with a return measured 
by the net income of the foreign operation which accrues to the benefit of the parent. That is, in 
concept, the foreign operation is treated as a separate entity rather than as a part of the operation 
of the parent. Therefore, all the assets and liabilities should be translated in tenns of the exchange 
rate at the date of the balance sheet.*' 

Since all the foreign currency items are multiplied by a constant, the original financial results and 
relationships are preserved in the consolidated statements. It transforms onh the form and not the 
nature of the foreign accounts. It is useful where the financial statements to l>e translated are based 
on current value or price level adjusted accounting measures 

The method, however suffers from certain shortcomings. The most glaring among them is the 
fact that consolidated results prepared according to this method would reflect the currency perspective 
of each country whose results comprise the consolidated totals. The basic purpose of consolidating 
financial statements, i.e. to present the results of operations and the financial position of the parent 
and its subsidiaries from a single currency perspective, for the benefit ( f the parent company 
shareholders, is violated. Besides, the current rate method assumes that all assets and liabilities are 
affected by exchange rate fluctuations; hence currency variations give rise to frequent translation 
gains and losses. Reflection of such exchange adjustments in current income would significantly 
distort reported measures of performance. 

(b) Multiple-rate approach. The alternative methods available utilize a combination of historical 
and current exchange rates in the translation process. The difference lies in the assumption regarding 
the class of assets and liabilities which are affected by variations in exchange rates. The translation 
methods under this approach are: 

(i) Current/non-current method which is based on the current/non-current classification of 
assets and liabilities. Current items are translated using the current rate and historical 
exchange rates are used for translating non-current items. Originating in the 1930s this is 
the oldest translating approach to be accorded official approval for use in the US. 

(ii) Monetary/nori’monetary method approach relates exchange risks to the composition of a 
firm’s assets. It was recommended by Professor Samuel Hep worth in a research monograph 
entitled ‘Reporting Foreign Operations’*^ to remove the deficiencies in the earlier method. 
Monetary items are considered to be susceptible to and immediately affected by changes 
in exchange rates. Accordingly, the current rate is applied while translating monetary items 
representing rights to receive, or obligations to pay, a fixed number of foreign currency 
units in future. Non-monetary items are translated using historical rates. 

(iii) Temporal method which attempts to retain the aspect of time related with the transactions, 
hence the name. It was recommended by Lorensen*^ and originated as a consequence of 
the shortcomings of the monetary/non-monetary approach in situations where items like 
inventories and investments being non-monetary items, were carried at current rates 
(according to the lower of cost or market), but were translated at historical exchange rates. 
The essence of this principle is that the valuatiop basis used for the subsidiary’s assets and 
liabilities in its own financial statements should be retained in the translated accounts. John 
Flower has aptly remarked: “The beauty of the temporal principle is that it is not tied to 
the historical cost convention. It provides the rules for the translation of financial statements 
prepared in accordance with other valuation conventions’’.*"^ The temporal method is 
generally consistent with the monetary/non-monetary method under historical cost 
accounting. Thus, under it the current rate is j^plied to items carried at present or future 
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prices, i.e. cash receivable, payables and so forth. Applicable historical rates are used for 
all items carried at past prices such as plant and equipment. However, assets carried at 
current value like inventories or investments are translated at current rates. 

Appraisal of the Different Multiple Rate Approaches 

The current/non-current approach lacks adequate conceptual justification. Besides, fluctuating exchange 
rates may produce translations that distort operating results between accounting periods. Another 
significant shortcoming is, that consequential to the translation of long-term debts at historical rates, 
the interim periods are shielded from the impact of fluctuating currencies and the year of settlement 
is burdened with what could amount to considerable currency gains or losses. 

The monetary/non*monetary method remedies the above-mentioned shortcoming. Under it the 
change in the domestic currency equivalent is reflected in the period in which it occurs, producing 
more timely indicants of exchange rate effects. This approach, however, also relies on the classification 
scheme of assets and liabilities to determine the translation rate to be applied. The appropriateness 
of this basis is questionable. Translation is concerned with measurement, therefore the characteristics 
of assets and liabilities that determine their financial statement classifications are not necessarily 
relevant for selecting appropriate translation rates. Furthermore, non-monetary assets and liabilities 
are measured on a different basis (i.e. historical or current) in the financial statements depending on 
the circumstances. It would, therefore, be inappropriate to always use the historical rate for translating 
these assets. The temporal approach removes this defect. The monetary/non-monetary approach also 
results in distorted profit margins as a consequence of matching sales at current prices and translation 
rates, against cost of sales measured at historical costs and translation rates. The temporal method 
remedies most of the deficiencies of the monetary/non-monetary method. 

In actual practice, however, these translation methods are not strictly adhered to and variations 
are often introduced to accommodate particular operating circumstances and management 
philosophies. 

Translation of Profit and Loss Account 

The procedure to be followed in translating the foreign subsidiary’s profit and loss account differs 
according to the method used to translate the balance sheet items. Under the current or closing rate 
method, the revenues and expenses are generally translated at exchange rates prevailing when these 
items were recognized. An appropriate weighted average of current exchange rates for the period may 
be used for expediency. 

All the three multiple rate methods generally agree on the translation of sales and other revenues, 
and most of the operating expenses in the income statement. The average rate for the period covered by 
the revenue or expense is used for translation of these items. The two exceptions to this general 
rule are cost of goods sold and depreciation. Thus, under the current/non-current method the current 
rate is applied to translate the cost of goods sold. Depreciation, on the other hand, is translated at the 
appropriate historical rates. Thc^ monetary/non-monetary method makes use of the historical rates for 
translation of cost of goods sold and appropriate historical rate for depreciation expenses. Again, under 
the temporal method the cost of goods sold and depreciation expenses are translated at the historical 
rates. ^ 

The selection of an appropriate translation methodology requires exercise of extreme care as 
application of different methods produces wide variation in results presumably to describe the same 
situation. This is because of different assumptions with regard to the class of assets affected by 
change in exchange rates. An example will illustrate this point. The balance sheet of a hypothetical 



FOREIGN CURRENCY TRANSLATION 


65 


sales subsidiary of an Indian multinational as on December 31, 1993 (in Swiss Francs) is given in 
Exhibit 4.4. Assume that the exchange rates were as follows: 

Historical rate (HR) is Swiss Franc 1 = Rs 18.00 
Current rate (CR) is Swiss Franc 1 = Rs 18.75 


Exhibit 4.4 Swiss Subsidiary Company’s Balance Sheet as on 31.12.93 


ASSETS 

Swiss Francs 

Cash 

3,000 

Accounts receivable 

6,000 

Inventories* 

9,000 

Fixed assets 

18,000 

Total assets 

36,000 

LIABILITIES 

Short-term payables 

9,000 

Long-term liabilities 

12,000 

Equity 

15,000 

Total liabilities 

36,000 


^ Assume that inventories are valued at market price. 


The balance sheet has been translated into Indian rupees using the current rate method, the 
current/non-current method, the monetary/non-monetary method and temporal method in Exhibit 4.5. 
The different translation methods adopted offer a wide array of accounting results, ranging from a 
gain of Rs 11,250 under the current rate method, to a loss of Rs 9,000 under the monetary/non- 
monetary method. These gains and losses need to be further explained. 

At the beginning of the year the Swiss Franc was worth Rs 18.00, but by the end of the year 
it was worth Rs 18.75. The gain or loss depends upon which assets and liabilities of the subsidiary 
company’s balance sheet are affected by exchange rate fluctuations under the method of translation 
employed. An analysis of the exchange gains and losses recorded under each of the four methods is 
made in Table 4.1. Under the current method, exchange rate changes are deemed to affect the rupee 
equivalent of the Swiss subsidiary’s total foreign currency assets and liabilities and the gain is thus 
calculated on the parent company’s net investment in the subsidiary. 


Table 4.1 Net Gains and Losses on Translation Explained 


Method of translation 

Asset/Liabilities 
subject to gain or loss 

Net amount of 
assets less 
liabilities 

Rs 

Gain or loss 
per rupee of 
net assets 

Net gain/ 
loss 
Rs 

Current rate 

All assets/liabilities 

15,000 

.75 , 

11,250 

Current/non-current 

Current assets/current liabilities 

9,000 

.75 

6,750 

Monetary/non-monetary 

Monetary assets/monetary liabilities 

(12,000) 

.75 

(9,000) 

Tempor^ 

Monetary assets/monetary liabilities 
plus inventories 

- (3,000) 

.75 

(2,250) 
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In the current/non-current method, the non-current assets and liabilities are translated at the 
historical rate retaining the original in terms of rupees. The gain is, therefore, recognized only in 
respect of net current asset or liability position of the subsidiary. Similarly, under the monetary/ 
non-monetary method, the exposure is measured by the net monetary asset or liability position of the 
subsidiary. In our example, the liabilities exceed the monetary assets, hence a loss is registered. In 
the temporal method, as the inventories are valued at market price, they are treated as exposed to 
exchange rate effects and so the liabilities exceed the exposed assets by Rs 3,000 as against 
Rs 12,000 in the earlier method. The loss is, therefore, reduced to Rs 2,250 as against Rs 9,000. 

Exhibit 4.5 Translated Balance Sheet of Swiss Subsidiary—Application of the Four Different 
Methods of Translation 


Current/ Monetary/ 

Current Non-current Non-monetary Temporal 


ASSETS 

Swiss 

Francs 

Cash 

3,000 

Receivables 

6,000 

Inventories* 

9,000 

Fixed assets 

18,000 

Total 

LIABILITIES 

Short-term 

36,000 

payables 

Long-term 

9,000 

payables 

12,000 

Equity 

15,000 

Total 

36,000 


Rs 

Rs 

56,250 

112.500 
168,750 

337.500 

56,250 

112,500 

168,750 

324,000 

675,000 

661,500 

168,750 

168,750 

225,000 

281,250 

216,000 

276,750 

675,000 

661,500 


Rs 

Rs 

56,250 

112,500 

162,000 

324,000 

56,250 

112,500 

168,750 

324,000 

654,750 

661,500 

168,750 

168,750 

225,000 

261,000 

225,000 

267,750 

654,750 

661,500 


Translation 

Gain/Loss _Nil_ 11,250 _ 6,750 (9,000) (2,250) 

CR = 1 Swiss Franc = Rs 18.75, HR = 1 Swiss Franc = Rs 18.00 
* Valued at market price. 


Choice of an Appropriate Translation Method 

An appraisal of the different translation methods prevalent brings us to the obvious question: which 
method is the most appropriate? It must be clearly stated here that no translation method is appropriate 
for all circumstances in which translations occur and for all purposes which translation serves. The 
circumstances underlying foreign exchange translations differ widely. Besides, the degree of stability 
of the currencies also differs. 

The purpose of translation has an important bearing on the method applicable. The objective 
of translation may be viewed from the perspective of the parent company or the local unit (i.e. the 
subsidiary). When viewed from the parent company’s perspective, the foreign operations are treated 
as an extension of the parent company’s operations and may exist mainly as a source of domestic 
currency cash flows. The objective of translation is, therefore, to change the unit of measure of 
financial statements of foreign subsidiaries from one defined in terms of a foreign currency to one 
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defined in terms of domestic currency. In such circumstances, the temporal approach would be 
appropriate, as it changes only the measurement in foreign currency into a measurement in domestic 
currency without changing the basis of measurement. 

On the other hand, when the accounts of foreign subsidiaries are translated in a manner that retains 
the local currency as a unit of measure, i.e. foreign entities are viewed from the local company’s 
perspective, the current rate method would be appropriate as it simply changes ilie medium of expression 
without changing the nature of accounts. The current rate method would also be suitable when 
accounts of an independent company are translated merely for the convenience* of foreign subsidiaries. 

It must be clear, however, that no translation method is appropriate t>etween highly unstable 
currencies as translation of one to another will not produce meaningful results under any method in 
such situations. 

Treatment of Translation Gains and Losses 

Currency variations give rise to significant exchange gains or losses. The accounting treatment of 
these translation adjustments is another controversial issue which deserves attention. Treatments 
accorded to these adjustments internationally are as diverse as translation procedures. The approaches 
range between immediately recognizing such gains and losses in the income statement to deferring 
recognition. A midway approach is also favoured by some, which provides for amortization of these 
deferred adjustments. A detailed examination of these approaches is essential to appraise their merits. 

1. Immediate recognition in income statement This approach is based on the traditional conservative 
principle of recognizing losses as soon as they occur. It is also known as the ‘no deferral’ approach. 
Under it, translation gains or losses are adjusted in the income statement for the period. Proponents 
of this approach argue that deferral is misleading and artificial. Deferring translation gains or losses 
mars the behaviour of exchange rate changes. These changes are historical facts and the interest of 
users of financial statements would be best served by adjusting these fluctuations as and when they 
occur. Inclusion of such gains and losses in the income statements, however, is strongly criticized 
on the ground that it introduces a random element to the reported earnings of a firm, resulting in 
significant earning fluctuations due to alterations in exchange rates. Such financial statements adjusted 
for paper gains could also be misleading for the users. 

2. Deferral approach. Inclusion of translation adjustments in current income caused a furore 
particularly from MNCs which found themselves obliged to report substantial losses on translation in 
consolidated accounts. This resulted in the advocacy of the deferral approach according to which, the 
exchange adjustments are accumulated separately as a part of consolidated equity. The deferral method 
is supported on the ground that changes in the domestic currency equivalents of a foreign subsidiary’s 
net assets are unrealized and have no effect on the cash flows generated by the foreign entity and it 
would, therefore, be inappropriate to include such adjustments in current income. In this context, 
Parkinson’s view that “the gain or losses will not become realized until the foreign operations are 
closed down and all the net assets are distributed to the parent, that at or before such time the changes 
in the exchange rate may be reversed, i.e. that no gain or loss will ever be realized”'^ deserves mention. 

DeferraJ is attacked on the ground that it is internally inconsistent with the principle of 
conservatism. Deferring of translation gains or losses conceals from the users of financial statements 
the real behaviour of exchange rates and gives the false notion that these rates are stable. The 
consolidated balance sheet may contain accumulated debit balances which do not represent genuine 
assets, thus overstating the consolidated income. 
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3. Deferral and amortization. A third approach suggested is a hybrid treatment in between the two 
previous approaches. Accordingly, translation gains and losses are amortized over the life of the 
related balance sheet items. This treatment assumes that the cost of an asset includes the sacrifice 
required to discharge the related liabilities. The translation loss, if any is, therefore, treated as part 
of the related asset cost and amortized to expense over its useful life. Again, since historical rates 
are generally used for translating fixed assets, depreciation charges are lower than what they would 
have been if translated at current rates. This ‘offsets’ or ‘covers’ the reduction in income from 
amortizing the deferred translation loss over the asset life. This treatment, however, has been criticized 
by Lorensen and others. It is considered not only incompatible with the dual transaction perspective 
but also logically inconsistent. 

Of the three approaches examined, the most appropriate will again depend on the objective of 
translation. It would be advisable to adjust gains or losses in the current income where the translation 
is being undertaken from a parent company perspective. As the foreign subsidiary is viewed as an 
extension of the parent, maximization of the parent company’s domestic currency equity in the 
foreign operations is of paramount importance. Hence, translation gains or losses which reflect 
increases or decreases in domestic currency equity of the foreign investment, ought to be recognized 
in the consolidated income. 

The objective would be different if a local company perspective is maintained. It being 
preservation of relationships in foreign currency statements, reflection of a translation adjustment in 
current income is unwarranted. Such adjustments would have the effect of distorting financial 
relationships and would possibly mislead rather than enlighten users of such information. 

WORLD SCENE: PRONOUNCEMENTS AND PRACTICES IN SELECT COUNTRIES 

Accounting practices for currency translation have varied in response to the increasing complexity 
of multinational operations and changes in the international monetary systems. Many countries have 
given considerable thought to the problem and quite a few have issued accounting standards to 
minimize the diversities prevailing in the translation practices adopted. The following section examines 
the accounting practices prevalent in important countries around the world. 

The United States of America 

Though the problem had been engaging the attention of accountants the world over, the USA was 
the first country to do something concrete in this matter. The American Institute of Certified Public 
Accountants (AICPA) issued an Accounting Research Bulletin (ARB) 4*^ as early as 1936, which 
was subsequently reissued as ARB 43.^^ It recommended the current/non-current method of translation. 
Transaction gains or losses were to be dealt with in the income statement in the current year, but in 
case of translation, only losses were to be recognized currently. The gains, if any, were to be deferred 
in a balance sheet suspense account to offset translation losses in future accounting periods. The ARB 
43, however, provided that under special circumstances the current/non>current method need not be 
adhered to. This resulted in a diversity of treatments. To tackle the problem in a systematic manner, 
the AICPA commissioned Leonard Lorensen a member of its research staff to undertake a thorough 
study. Accepting most of Lorensen’s recommendations the FASB issued FAS 8 in 1975, which made 
adoption of the temporal method obligatory, not permitting any alternatives. Another significant 
provision of the standard which created a furore was that the deferring of translation gains and losses 
was no longer permitted. Such gains and losses both on account of transaction or translation had to 
be recognized in the current year’s income. This provision evoked a sharp reaction from MNCs that 
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were required to report substantial losses on account of translation, particularly during the 1970s 
when the dollar weakened against the major currencies of the world, i.e. yen, pound, mark etc. This 
compelled the FASB to reconsider the standard. Public comments were inNited and two exposure 
drafts were issued after which FAS 52 was announced to supersede FAS 8. A local company 
perspective is recognized as the valid reporting framework under the standard. Consequently, the 
functional currency concept has been introduced. In other words, the consolidated statements should 
reflect the financial results and relationships measured in the primary currency in which each 
consolidated entity conducts its business. The translation method to be adopts d is determined on the 
basis of the functional currency. If the dollar happens to be the primary v urrency, the temporal 
method of translation would be used, translation gains and losses being adjusted to current income. 
On the other hand, where the foreign currency is the functional currency, the current rate is to he 
adopted for the translation and the gains or losses arising therefrom are shown as a separate component 
of the equity in the balance sheet. FAS 52 was designed to put at rest the furore created by FAS 8 
but it has, in turn given rise to new issues and the controversy continues. 

International Accounting Standards Committee (lASC) 

The first exercise of the lASC in the direction of pronouncing an international standard to deal with 
the knotty problem of currency translation was an Exposure Draft issued in 1978. The proposal in 
the International Exposure Draft (lED) permitted the adoption of either the temporal or the closing 
rate method. The logic behind permitting two alternatives was that, whereas the closing rate was 
popular in the UK and Canada, the temporal approach was adopted by MNCs in the USA. The 
controversy and uncertainty surrounding the FAS 8 led the lASC to defer the standard till the 
problem was settled in these countries. The issue was reopened with the publication of lED 23 in 
1982. These efforts culminated in the issuance of a standard IAS 21, “Accounting for the Effects of 
Changes in Foreign Exchange Rates”, in July 1983. The translation method to be employed is 
determined by certain operational and financial characteristics of the firm’s foreign operations. For 
purposes of translation, foreign operations are classified into two categories: 

1. The first category includes firms which are viewed as separate from the parent firm, known 
as ‘foreign entities’. For such entities, the appropriate translation method is the closing rate method. 
Income statement items are normally translated at exchange rates prevailing on the date of the 
transaction or at a rate that approximates actual rates. Differences resulting from translating income 
statement items may be taken to shareholders’ interest or to income. Other exchange differences are 
also taken to shareholders’ interests. 

2. The second category includes foreign operations that are integral to the operations of the 
parent. For such firms the appropriate translation method would be the monetary/non-monetary 
method. Hence all monetary items (except monetary items covered by forward exchange contracts, 
in which case the spot or forward rate would be applicable depending on the circumstances) would 
be translated at the closing rate. The non-monetary items are translated at the historic rate. Income 
statement items are translated at rates corresponding to tl)e dates of the underlying transactions. An 
average rate may be used where the transactions are numerous. Exchange differences, other than 
long-term monetary items are taken to the income statement for the period. For differences arising 
on account of long-term monetary items the deferral and amortization approach is to be adopted. 
These are normally to be deferred and amortized systematically over the remaining lives of the 
monetary items to which they relate. Deferral of exchange losses is not permitted where it is reasonable 
to expect that recurring exchange losses will arise on that item in the future. 
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Provisions of revised IAS 21. ED 32, “Comparability of Financial Statements”/^ issued by the 
lASC in 1989 proposed certain amendments to IAS 21 to improve it. The standard was revised in 
1993. Its important provisions are: 

1. Foreign currency transactions, (a) Initial recognition. A foreign currency transaction should 
be recorded, on initial recognition, in the reporting currency by applying to the foreign currency 
amount the exchange rate between the reporting currency and the foreign currency on the date of the 
transaction. The earlier standard also permitted the use of a rate that approximates the actual rate. 

(b) Foreign currency transactions—reporting at subsequent balance sheet dates. At each balance 
sheet date 

— Foreign currency monetary items should be reported using the closing rate; 

— Non-monetary items which are carried in terms of historical cost denominated in a foreign 
currency should be reported using the exchange rate at the date of the transaction; and 

— Non-monetary items which are carried at fair value denominated in a foreign currency 
should be reported using the exchange rates that existed when the values were determined. 

(c) Recognition of exchange differences. An important difference between the revised and the 
original standard relates to the recognition of exchange differences. The revised standard provides for 
a benchmark treatment and an allowed alternative treatment. 

(i) Benchmark treatment. Exchange differences arising on the settlement of monetary items 
or on reporting an enterprise’s monetary items at rates different from those at which they were 
initially recorded during the period, or reported in previous financial statements should be recognized 
as income or expenses in the period in which they arise. The standard, however, provides for 
following two exceptions: 

— Exchange differences arising on a monetary item that in substance forms part of an enterprise’s 
net investment in a foreign entity, should be classified as equity in the enterprise’s financial 
statements until the disposal of the net investment, at which time they should be recognized 
as income or as expenses in accordance with the provisions of paragraph 37. 

— Exchange differences arising on a foreign currency liability accounted for as a hedge of 
an enterprise’s net investment in a foreign entity should be classified as equity in the 
enterprise’s financial statements until the disposal of the net investment, at which time they 
should be recognized as income or as expense in accordance with the provisions of 
paragraph 37 

(ii) Allowed alternative treatment Exchange differences may result from a severe devaluation 
or depreciation of a currency against which there is no practical means of hedging and that affects 
liabilities which cannot be settled and which arise directly on the recent acquisition of an asset 
invoiced in foreign currency. Such exchange differences should be included in the carrying amount 
of the related asset, provided that the adjusted carrying amount does not exceed the lower of the 
replacement cost and the amount recoverable from the sale or use of the asset. 

2* Financial statement of foreign operations. The method used to translate the financial statements 
of a foreign operation will depend on the way in which it has been financed and in which it operates 
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in relation to the repiorting enterprise. For this purpose, foreign operations are classified as either 
‘foreign operations that are integral to the operations of the reporting enterprise’ or ‘foreign entities’. 
Accordingly, the provisions are: 

(a) Foreign operations that are integral to the operations of the repining enterprise: The 
financial statements of a foreign operation that is integral to the opef itions of the reporting 
enterprise should be translated using the standards and procedures as if the transactions of 
the foreign operation had been those of the reporting enterprise itseli (as already discussed 
in the earlier section). 

(b) In translating the financial statements of a foreign entity for incorporation in its financial 
statements, the reporting enterprise should use the following procedures: 

— the assets and liabilities, both monetary and non-monetary, of the foreign entity should be 
translated at the closing rate; 

— income and expense items of the foreign entity should be translated at the exchange rate 
on the dates of the transactions, except when the foreign entity reports in the currency of 
a hyperinflationary economy in which case income and expense items should be translated 
at the closing rate; and 

— all resulting exchange differences should be classified as equity until the disposal of the 
net investment. 

The financial statements of a foreign entity that reports in the currency of a hyperinflationary 
economy should be restated in accordance with International Accounting Standard 29: Financial 
Reporting in Hyperinflationary Economies, before they are translated into the reporting currency of 
the reporting enterprise. When the economy ceases to be hyperinflationary and the foreign entity 
discontinues the preparation and presentation of financial statements prepared in accordance with 
IAS 29, it should use the amounts expressed in the measuring unit current at the date of the 
discontinuation, as the historical costs for translation into the reporting currency of the reporting 
enterprise. 

3. Disposal of foreign entity. On the disposal of a foreign entity, the cumulative amount of the 
exchange differences which have been deferred and which relate to that foreign entity should be 
recognized as income or as expenses in the same period in which the gain or loss on disposal is 
recognized (Para 37). 

4. Change in the classification of a foreign operation. When there is a change in the classification 
of a foreign operation, the translation procedures applicable to the revised classification should be 
applied from the date of the change in the classification. 

5. Disclosure. An enterprise should disclose the following: 

(a) The amount of exchange differences included in the net profit or loss for the period; 

(b) net exchange differences classified as equity, as a separate component of equity, and a 
reconciliation of the amount of such differences at the beginning and end of the period; 
and 

(c) the amount of exchange differences arising during the period which is included in the 
carrying amount of an asset in accordance with the allowed alternative treatment discussed 
earlier. 
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(d) When the reporting currency is different from the currency of the country in which the 
enterprise is domiciled, the reason for using a different currency should be disclosed. The 
reason for any change in the reporting currency should also be disclosed. 

(e) When there is a change in the classification of a significant foreign operation, an enterprise 
should disclose: 

— the nature of the change in classification; 

— the reason for the change; 

— the impact of the change in classification on shareholders’ equity; and 

— the impact on net profit or loss for each prior period presented, had the change in 
classification that took place at the beginning of the earliest such period. 

(f) An enterprise should disclose the method selected to translate goodwill and fair value 
adjustments arising on the acquisition of a foreign entity. 

The revised standard became operative for financial statements covering periods beginning on or 
after January 1, 1995. 

Canada. Canada has also had a long and interesting experience of grappling with the vexatious subject 
of currency translation. One of the earliest endeavours in this direction was Bulletin 20 issued by CICA’s 
Accounting Research Committee in 1964, which made two recommendations: The first required 
Canadian firms to disclose the basis of translation and the second necessitated 
long-term debts payable in a foreign currency to be translated at the average rate in effect when 
the debt was originally issued. The current/non-current method acquired popularity in Canada 
in the latter half of the 1960s. In the early 1970’s, however, the current rate method began to 
receive acceptance and attention. It was also recommended in a major research report, Translation of 
Foreign Currencies’ by Parkinson published by the CICA in 1972. Interestingly, he commenced his study 
sold to the idea that the monetary/non-monetary approach was sound, but concluded that the current rate 
was more logical under the then prevailing circumstances. The situation in the late seventies was, that 
though the current/non-current method continued to enjoy popularity, the other methods i.e. current rate, 
monetary/non-monetary and temporal were also acceptable and found in practice. 

The CICA issued an ED on “Accounting for Translation of Foreign Currency Transactions and 
Foreign Currency Financial Statements’’ in 1977 and thereafter a standard to the effect in 1978. 
However, due to protests from the business community it had to be kept in abeyance. A revised 
standard was finally issued as a new section (1650) in the Handbook in June 1983. A unique feature 
of the standard is the classification of foreign operations. The standard distinguishes between two 
kinds of foreign operations. The first category includes self-sustaining operations. The appropriate 
translation method for such firms is the current rate method, as the objective of translation is to assess 
the effect of exchange rate changes on the Canadian firm’s net investment in the foreign operations. 
The adjustments that arise from the translation of financial statements of such operations are termed 
Translation-oriented Adjustments’. They are not recognized in the profit and loss account but are 
deferred and included as a separate component of shareholders’ equity. 

The second category includes integrated foreign subsidiaries whose economic activities and 
cash flows have a direct impact on the Canadian entity. The temporal method of translation should 
be adopted for such operations. The translation adjustments are generally included in the current 
year’s profit and loss account, except in case of adjustments arising on account of translation of long¬ 
term monetary items, which are to be deferred and amortized over the remaining life of the item. This 
deferral and amortization approach introduced in the Canadian standard differentiates it from the 
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US and UK standards and is included in recognition of a peculiar feature of Canadian business. The 
economies of Canada and the US are closely linked. Canada is generally described as a net importer of 
capital and Canadian companies generally borrow funds from US to finance both their domestic and 
foreign operations. In the case of certain companies, the operations are denominated in US dollars to 
such an extent that their statutory financial statements are presented in US instc ad of Canadian dollars. 

The standard recognizes this fact and provides that in such situations the Canadian dollar would 
be treated as the foreign currency. Christina Drummond’s observation in this context deserves mention: 

If Canada had followed FAS 52 and SSAP 20 and called for the translation differences on long¬ 
term monetary items to be recognized immediately in the profit and loss account, the result could 
have seen dramatic swings in net profit from year to year, or from quarter to qu irter. These swings 
would have been caused purely by the fluctuations in the exchange rate betweefi the Canadian and 
the US dollar, and not by the underlying economic reality of business transactions and the long¬ 
term trend of the exchange rale between the two currencies. 

The deferral and amortization approach is permitted on the fogic that the transaction differences 
are part of the cost or benefit of holding the monetary item. This cost or benefit is estimated at the 
end of each accounting period by translating the item at the current rate of exchange. Since this 
cost or benefit is tantamount to an adjustment of interest and relates to the period during which 
the monetary item is outstanding, exchange adjustments should be spread over the life of the item. 
This is achieved by amortizing the exchange differences which arise each year over the remaining 
life of the monetary item. 

The standard also provides for hedged foreign currency exposure. In the case of purchase or 
sale of goods denominated in foreign currency which are hedged before the date of the transaction, 
the amount established by the hedge is considered to represent the translated amount of the purchase 
or sale. Exchange gains or losses on a monetary item which is identified as a hedge of another 
monetary item, are offset against the exchange gains or losses on the hedged item. Exchange gains 
or losses of a monetary item which is hedged by a non-monetary item are deferred until the settlement 
of the monetary item. 

Where a foreign operation is situated in a hyperinflationary economic environment the temporal 
method would be used for translation even though the foreign operation is self-sustaining. 

Australia. The Australian standard to the effect, AAS 20 reissued in December 1987^* also 
distinguishes between a foreign operation which is self-sustaining, and one which is integrated, when 
stipulating the method of translation to be adopted. Important provisions of the standard are: 

Where a foreign operation is self-sustaining, its financial statements shall be translated at the 
balance sheet date using the current rate method. Any resulting exchange differences shall be recognized 
by an entry made directly to the foreign currency translation reserve. On the other hand, where a 
foreign operation is integrated with the reporting entity, its financial statements shall be translated 
using the temporal method. Any diffeitnces arising from translation of foreign currency monetary 
items shall be recognized in the current period’s profit and loss account. In the case of non-monetary 
assets, when the translated carrying amount of such assets exceeds its translated recoverable amount, 
the excess shall be recognized either in a revaluation decrement, in accordance with the provisions 
of Statement of Accounting Standard AAS 10, “Accounting for Revaluation of Non-current assets’’, 
or as a write down of the current non-monetary asset. 

The standard also provides for treatment of differences arising on account of a change in the 
status of the foreign operation. When a foreign operation ceases to be an integrated foreign operation 
and4he current rate method is to be applied instead of the temporal method, exchange differences 
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arising from translating non-monetary assets and liabilities at the current rate instead of historical 
rates, shall be taken directly to the foreign currency translation reserves. 

Similarly, when a foreign operation ceases to be a self-sustaining foreign operation and the 
temporal method is to be applied instead of the current rate method, the translated amount of non¬ 
monetary assets at the last balance sheet date shall be regarded as the costs of those assets for the 
purposes of applying the temporal method. 

Sweden. There are no legal provisions in Sweden to deal with foreign currency translation problems. 
The Swedish Companies Act which provides for consolidation of financial statements is silent on this 
issue. The guidance from the accounting bodies recommends the use of the monetary/non-monetary 
and current rate methods. The current rate method appears to be more popular with companies for 
translating financial statements of subsidiaries other than those located in high inflation economies, 
in which case the monetary/non-monetary method is used. Interestingly, some companies also give 
the exchange rates that have been used for the different currencies. A sample extract from the annual 
report of The Celsius Group^^ is given below: 

In translating the income statements and balance sheets of foreign subsidiaries, all assets and 
liabilities have been translated at year-end rates, while equity has been translated at the rates 
prevailing on the dates of acquisition. Income statements have been translated at average annual 
rales. Translation differences have been taken directly to restricted equity. 

On the other hand, the SCA Group in Sweden, Europe’s second largest forest industry company, 
adopts the US accounting standard FAS 52 while translating foreign subsidiaries’ balance sheets and 
income statements, as is revealed from the following extract from its annual reports: 

While translating foreign subsidiaries balance sheets and statements of earnings, the Group has 
adopted the US recommendation FAS 52 to achieve conformity with international practice. All 
foreign subsidiaries assets and liabilities are translated using exchange rates at the time of the 
investment. All items in the statement of earnings including depreciation are translated at rates 
using the year’s average exchange rates. Translation differences are not reported in the earnings 
statements but are carried directly to Group Shareholders’ equity."^ 

Norway. Annual accounts in Norway have to conform to the companies Act but there is no statutory 
requirement with regard to the method of translation to be followed. A predominant practice, however, is 
the use of the current rate method. A further insight into the details of the practice can be had from 
extracts from the annual reports of Orkla Borreggard, one of Norway’s largest groups, with a turnover 
for 1990 exceeding NOK 8.1 billion of which 28% is derived from sales outside Norway, and of the 
Statoil Group. 

Extract from the Annual Report of Orkla Borreggard for the year 1990: 

In translating foreign currencies denominated receivables and liabilities, the lower and higher, 
respectively, of the exchange rates at the transaction date or at year-end is used. Unrealized exchange 
rate losses on receivables and liabilities are recorded as expenses. Unrealized gains are not recorded 
as income. 

In the translations of accounts of foreign subsidiaries, assets and liabilities have been converted 
at the exchange rate as at year-end, while income and expenses have been converted at the 
average exchange rate for the year. Any translation differences have been recorded directly against 
equity.^^ 

Extract from the Annual Report and Accounts of the Statoil Group for the year 1993: 

Upon consolidation, income statements in foreign currency are translated at average rates of exchange 
for the year, while assets and liabilities are translated at closing rates of exchange. Exchange 
differences are posted directly to shareholders’ equity. 
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The procedure used for translation of items in foreign currency to Norwegian kroner (NOK) is 
that income, expenses and fixed assets are recorded at a monthly rate of exchange set for accounting 
purposes. Liabilities and current assets are translated at closing rates of exchange."^ 

South Africa. Many countries in Africa being under British influence have companies Acts which 
spell out the accounting requirements for companies. The Companies Act » f 1973 in South Africa 
is one such example. Though the predominant practice is the current/non-current method, use of a 
modified current method is also visible. For instance Amgold^^ maintains foreign investments financed 
by share capital and loans at original cost, while other assets and liabilities are expressed in South 
African rand at the rate of exchange ruling at the year-end. The results oi foreign operations are 
translated at the rate of exchange ruling at the year-end, with gains or losses arising from currency 
transactions during the year being included in the income statement. 1 or the convenience of 
shareholders, the report also contains a currency conversion guide. 

European Community. Diverse accounting practices are prevalent in the twelve member countries 
of the European Community (EC).* Efforts are, however, on to hannonize (hese practices. The two 
main instruments through which the EC Commission is endeavouring to do so are Directives and 
Regulations. The difference between the two is that whereas Directives must be incorporated into the 
laws of the member states. Regulations become law throughout the EC without their having to be 
passed by the national legislatures. The fourth and seventh directives are particularly relevant for 
corporate accounting.** 

It is interesting to note, however, that neither of these directives include rules relating to foreign 
currency translation. The Seventh directive on consolidation simply requires that the basis of a 
foreign currency translation should be disclosed as notes to the accounts. It is silent as to the method 
of translation to be followed. Consequently, a variety of practices are in vogue. Some member states 
have standards to the effect, whereas others are guided by the accounting professionals. A positive 
step in this direction was the decision to set up an accounting advisory forum taken at the conference 
on ‘The Future of Harmonization of Accounting Standards in the European Community’, held at 
Brussels in January 1990. Accordingly, the European Accounting Forum was created by the EC to 
improve the comparability of financial information. The Forum has on its agenda, issues relating to 
foreign currency translation. The following section examines the provisions and practices in select 
countries of the European Community. 

United Kingdom. Prior to the Second World War the current/non-current method of translation 
was prevalent in the UK. The early seventies witnessed a marked swing towards the current rate 
method.^ On the other hand, British companies that were quoted on the New York Stock Exchange 
were required to adopt the temporal method. The then Accounting Standards Committee was, therefore, 
placed in a very difficult situation. It deferred the issuance of a standard about this until the FASB 
made its pronouncements. The two important EDs issued in this regard were ED 21, “Accounting for 
Foreign Currency Translation^, published in 1977, which primarily concerned itself with the translation 
method to be used. It permitted the use of either closing rate or the temporal method. The ED also 

* The twelve member countries that comprise the EC are: Belgium, Denmark, France, Germany, Greece. Italy, 
Ireland, Luxembourg, the Netherlands, Portugal, Spain and the UK. 

** These are discussed in detail in Chapter 8. 

^ A survey of published accounts by the ICAEW reported that 251 out of 267 companies, which gave information 
on the matter, used the current rate method. 
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suffered from lack of clarity in its rules and was, therefore, replaced in 1980 with ED 27. This ED 
opted for the closing rate method and permitted the temporal method only in exceptional circumstances. 
The standard: SSAP 20 was eventually announced in April 1983. Interestingly, the pronouncement 
is very similar to the US standard, specifying the adoption of the closing rate when consolidating 
financial statements of autonomous semi>independent units and the temporal method in situations 
where the overseas activity is carried on as an extension of the home company’s business. The 
important provisions of SSAP 20 are: 

1. Use of closing rate method. Where the foreign business carries on its activities as a separate 
autonomous semi-independent unit, the holding company will not be involved in the day-to-day 
transactions of the subsidiary company, hence it will regard its investment as net worth of the foreign 
enterprise as a whole as against individual assets. Again, since the foreign subsidiary, in its day-to- 
day operations is not normally dependent on the reporting currency of the investing company, it is 
not affected by fluctuations in the exchange rate. Because the foreign subsidiary is regarded in effect 
as a single asset by the investing company it logically follows that its results be translated at a single 
rate i.e. using the closing rate or the net investment method. The standard provides: 

When preparing group accounts for a company and its foreign enterprises, which includes the 

incorporation of the results of associated companies or foreign branches into those of the investing 

company, the closing rate/net investment method of translating the local currency financial statements 

should be used. 

The Accounting Standards Committee put forward the following arguments to defend its position: 

(a) The holding company’s investment is normally in the net worth of a business operation 
rather than in its individual assets and liabilities. 

(b) The method of translation ensures that the translated results and relationships do not differ 
significantly from those reported prior to translation. 

(c) The method acknowledges the fact that operations which are conducted in currencies and 
in economic environments other than those of the parent are essentially different from the parent’s 
own operations. 

(d) Translation of the historical cost accounts at closing rates is merely a restatement of assets 
and liabilities for the purpose of consolidation and does not constitute a revaluation. 

As regards the profit and loss account, the provisions are: The profit and loss account of a 
foreign enterprise accounted for under the closing rate/net investment method should be translated 
at the closing rate or at an average rate for the period. Where an average rate is used, the difference 
between the profit and loss account translated at an average rate and at the closing rate should be 
recorded as a movement of reserves. The average rate should be calculated by the method considered 
most appropriate for the circumstances of the foreign enterprise. 

2. Use of temporal method. In situations where the overseas activity is carried on as an extension 
of the home company’s business and not independently, the temporal method should be used. The 
provisions are: 

In those circumstances where the trade of the foreign enterprise is dependent more on the 
economic environment of the investing company’s currency than on its own reporting currency, the 
temporal method should be used. Examples of situations where the temporal method may be appropriate 
are where the foreign enterprise: 
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(a) acts as a selling agency receiving stock of goods from the investing company for inclusion 
in its own products; 

(b) produces a raw material or manufactures parts or subassemblies which aie then shipped to 
the investing company for inclusion in its own products; and 

(c) is located overseas to act as a means of raising finance for other c ompanies in the group. 

It must be mentioned here that the standard does not permit a choice '>f methods and the two 
methods are applicable to two different defined circumstances. Whether the lemporal or closing rate 
should be used in a particular situation depends on the circumstances. The standard lays down the 
factors to be considered in deciding the method to be followed. These include: 

(a) The extent to which the cash flows of the entity have a direct impact upon those of the 
investing company; 

(b) The extent to which the functioning of the enterprise is dependent directly upon the investing 
company; 

(c) The currency in which the majority of the trading transactions are denominated; and 

(d) The major currency to which the operation is exposed in its financing structure. 

The standard further provides that once the decision has been taken, the method used for 
translating the financial statements of each foreign enterprise should be applied consistently from period 
to period unless its financial and other operational relationships with the investing company change. 

Exchange differences should be recognized in the profit and loss account. However, in exceptional 
cases recognition of the gain should be restricted on grounds of prudence. These exceptional 
circumstances would arise when there were doubts as to the convertibility or marketability of the 
currency in question. Amounts in the profit and loss account of a foreign enterprise should be 
translated at the closing rate or at an average rate for the accounting period. 

The standard differs from the US standard with regard to the treatment of translation practices 
where a foreign enterprise operates in a country in which hyperinflation exists. Under SSAP 20, the 
local financial statements should be adjusted for price level changes before translation. The American 
standard, on the other hand, lays down an arbitrary rule that in such cases the functional currency 
is to be that of the parent company. Again, while a hyperinflationary economy has been defined as 
one in which prices double in three years by FAS 52, the SSAP 20 is silent with regard to this. 

France. Accounting practices in France are greatly influenced by the National Accounting Plan 
which prescribes detailed accounting procedures to be followed. The first plan was prepared way 
back in 1947. It was improved in 1957, and later in 1982 a revised plan was produced keeping in 
mind the provisions of EC’s fourth directive. The plan is administered by the National Accounting 
Council (Sonseil national de la comptabilite) which is primarily responsible for standard setting in 
France. The Council has already issued standards on a number of accounting issues and is engaged 
in producing a new accounting plan for banks which will be in line with the European directive 
relating to financial statements and consolidated financial statements of credit institutions. However, 
methods of currency translation have not been standardized so far. The current rate method is 
normally used for converting foreign company balance sheets into French francs. The profit and loss 
account is translated on an appropriate daily rate basis. For the sake of expediency, average rates are 
also used by certain companies, as is reflected in the extract of, from the annual report of the CPR 
Group for the year 1990 given below: 
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Balance sheets denominated in foreign currencies are translated at the year-end official rates of 
exchange. Income statements are translated at the average annual rates of exchange. The resulting 
gains or losses are recorded in consolidated reserves.^^ 

Diversity also prevails with regard to the treatment of gains and losses on translation. Quite a few 
companies pass translation differences on non-monetary assets through reserves, and those on monetary 
assets and stock through the profit and loss account. 

Germany. In the absence of official guidance on the method to be adopted for currency translation, 
diverse practices are prevalent in Germany also. Some companies (e.g. AEG Group) translate fixed 
assets of consolidated foreign affiliates at the median rate prevalent at the end of the year of acquisition. 
For all other assets and liabilities, the median exchange rate prevalent at the end of the current year 
is used. Items of income and expenditure are generally translated at the average rate for the year, with 
the exception of depreciation and gains and losses on the disposal of fixed and financial assets which 
are translated at the rate prevailing at the time of acquisition. The difference arising from translating at 
the average rate for the year and the rate in effect at the end of the year is included under other operating 
income or expenses. Some companies, however, prefer to use the current rate method (e.g., Thyssen). 

The Netherlands. Financial reporting in the Netherlands in mainly influenced by the accounting 
profession and the Civil Code. The accounting profession exerts its influence through the Council for 
Annual Reports, which issues guidelines with regard to generally accepted accounting principles. The 
Council, however, has not issued any guidelines on the translation practices to be followed. The Civil 
Code merely requires companies to explain the basis of the translation of amounts expressed in 
foreign currency, alongwith disclosure of how translation and exchange differences have been treated. 
The practices with regard to foreign currency translation are, therefore, not uniform. Companies 
generally employ the current rate. Translation differences are either adjusted against current 
year’s income or taken to shareholders’ equity. The Royal Dutch Petroleum Company which merged 
with the Shell Group of companies in 1907, is one of the largest business enterprises with operations 
in over 100 countries worldwide. This Group uses year-end rates of exchange for translating assets 
and liabilities, and quarterly average rates for statements of income and cash flows. Translation 
differences arising on aggregation are taken direct to a currency translation differences account, which 
forms part of the parent company’s interest in Group’s net assets. Upon disinvestment or liquidation 
of a non-sterling group company, cumulative currency translation differences are taken to income.^* 

Italy. In March 1990 the Italian parliament adopted a law by which the Government issued 
legislation incorporating the Fourth and Seventh Directives of the Council of European Communities 
into Italian Law. The law introduces the requirement that corporate groups draw up consolidated 
accounts in addition to the separate company accounts. However, companies in Italy have beep 
preparing consolidated accounts from long before it became a statutory requirement as is revealed 
from the annual reports of the Olivetti Group, one of the world’s largest information technology 
companies. The policy followed by the company with regard to translation of financial statements 
denominated in foreign currencies, as stated in its notes to the consolidated statements is: 

The financial statements of subsidiaries denominated in foreign currencies are translated into Italian 
lire at year-end exchange rates for balance sheet accounts and at the yearly average exchange rates 
for statement of income accounts. 

Exchange rate differences arising from the translation to Italian lire of financial statements 
denominated in foreign currencies are reported separately and accumulated in a separate component 
of shareholders’ equity in accordance with IAS 21.^ 
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Thus even with the adoption of the Seventh Directive by the member countries, translation 
practices in the European Community will continue to differ, since the directive itself is silent on the 
method of translation to be followed. Since the foreign currency translation issue is on the agenda 
of the European Accounting Forum, an advisory body to the European Commission, it may be 
expected that some standard rules would be forthcoming in the near future in ttiis regard to improve 
the comparability of financial statements. 

India. The Indian experience with currency translation is comparatively receni. The attention of the 
Institute of Chartered Accountants of India was first drawn to the problem with the advent of floating 
exchange rates. The end of the Bretton Woods System in 1971 resulted in the ^lelinking of the rupee 
from the pound sterling. Exchange rate in India is now determined by the Government on the basis 
of the exchange rates of a selected basket of currencies of countries that are India’s major trading 
partners. The currencies involved in the basket and their respective weightage are, however, not 
disclosed. These developments added a new dimension to the problem of accounting for foreign 
currency translation. Considerable diversity therefore developed in accounting practices for translation 
through the adoption of ad hoc solutions and the ICAI issued a statement on “Accounting for Foreign 
Currency Translation” in 1976^^ to bring about uniformity. 

The statement provided for a modified current/non-current method wherein current assets 
(monetary/non-monetary) and short-term liabilities were normally translated at the current rate unless 
the exchange risk had been eliminated by a forward contract. Non-current assets and long-term 
liabilities were to be translated using the historical rate. However, in case of a permanent change in 
the exchange rate the long-term liabilities were to be translated at the rate determined consequent 
upon the change. The statement visualized the objectives of translation only from the parent company 
perspective, the foreign company being viewed simply as an extension of the parent company. 
Because companies in India were not required to prepare consolidated accounts, the need for translation 
was felt only in case of branches abroad. 

Some rethinking was done by the ICAI on the Statement in 1988, as even though the Statement 
was mandatory, its compliance rate was low. The last few years witnessed the growth of a large 
number of multinationals in India. An analysis of the financial statements of these companies 
reveals that a great deal of diversity exists in the accounting practices followed by MNCs reporting 
the results of their subsidiaries. Since the Companies Act in India does not require consolidation of 
financial statements of subsidiaries, parent companies simply include in their annual reports a statement 
pursuant to Section 212 of the Companies Act regarding their Indian and foreign subsidiaries. 
Interestingly, in some companies the financial statements of the foreign subsidiaries arc included in 
the annual reports of the parent company but in the domestic currency of the country where the 
subsidiary is domiciled. 

Diversity also exists with regard to the treatment of translation differences. Some adopt the ‘no 
deferral* approach and adjust these to the current year’s profit, whereas others create a reserve to the 
effect.^* 

In view of its low compliance rate, and the increase in variations in the external value of the 
rupee over the past few years, the ICAI was compelled to reconsider the Statement. Consequently, 
an ED was issued on “Accounting for Effects of Changes in Foreign Exchange Rates”. Thereafter, 
a Standard, AS 11, in respect of “Accounting for Effects of Changes in Foreign Exchange Rates” was 
issued in 1989. However, the policy of Liberalized Exchange Rate Mechanism (LERMS) and the full 
convertibility of the rupee on current account announced by the Government in March 1993 compelled 
the ICAI to review the Standard and an ED to revise AS 11 was issued in August 1993. 
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Consequently the standard was revised in December 1994.^^ The revised standard is effective 
in respect of accounting periods commencing on or after April 1, 1995 and is mandatory in nature. 
Important provisions of the standard are: 

Scope of the standard. The scope of the revised standard is also restricted to (i) accounting 
for transactions in foreign currencies; and (ii) in translating the financial statements of foreign 
branches for inclusion in the financial statements of the enterprise. The standard does not deal with 
problems of translation in consolidation of subsidiaries as there is no legal requirement to the effect 
as yet. However, considering the fact that with the advent of liberalization and globalization in the 
Indian economy the number of MNCs is on the increase and that a proposal for consolidation of 
accounts is already pending with the Company Law Board of India, the standard ought to have 
incorporated provisions to the effect to be effective in the changed scenario. The treatment of foreign 
currency transactions has already been discussed earlier in the section relating to international 
transactions. 

Translation of the financial statements of foreign branches. As regards translation of financial 
statements of foreign branches the provisions are as follows: 

(i) Revenue items, except opening and closing inventories and depreciation, should be translated 
at average rates. In appropriate circumstances, however, weighted average rate may be 
applied. Opening and closing inventories should be translated at the rates prevalent at the 
commencement and close respectively of the accounting period. Depreciation should be 
translated at the rates used for the translation of the respective assets. 

(ii) The closing rate should be applied when translating monetary items. However, in 
circumstances where the closing rate does not reflect with reasonable accuracy the amount 
in reporting currency, that is likely to be realized from or required to disburse, the foreign 
currency item at the balance sheet date, a rate that reflects approximately the likely realization 
or disbursement as aforesaid should be used. 

(iii) The exchange rate prevailing at the date of the transaction should be used when translating 
non-monetary items other than inventories and fixed assets. 

(iv) Fixed assets should be translated using the exchange rate at the date of the transaction. 
Where there has been an increase or decrease in the liability of the enterprise, as expressed 
in Indian rupees by applying the closing rate, for making payment towards the whole or a 
part of the cost of a fixed asset or for repayment of the whole or part of the monies 
borrowed by the enterprise from any person, either directly or indirectly, in foreign currency 
specifically for the purpose of acquiring a fixed asset, the amount by which the liability is 
so increased or reduced during the year, should be added to or reduced from the historical 
cost of the fixed asset concerned. 

(v) Balance in ‘head office account*, whether debit or credit should be reported at the amount 
of the balance in the ‘branch account’ in the books of the head office after adjusting for 
unresponded transactions. 

(vi) The net exchange differences resulting from the translation of items in the financial statements 
of a foreign branch should be recognized as income or expense for the period, except to the 
extent adjusted in the carrying amount of the related fixed asset in accordance with the 
provisions discussed above. 
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(vii) Contingent liabilities should be translated into the reporting currency of the enterprise at the 
closing rate. The translation of contingent liabilities does not result in any exchange differences 
as defined in the standard. 

Disclosures. The standard requires an enterprise to disclose: 

(i) The amount of exchange differences included in the net profit or loss for the period; 

(ii) The amount of exchange differences adjusted in the carrying amount» f fixed assets during 
the accounting period; and 

(iii) The amount of exchange differences in respect of forward exchange contracts to be recognized 
in the profit or loss for one or more subsequent accounting periods, as i equired by standard. 

The standard also encourages an enterprise to disclose its foreign exchange risk management 
policy. 

Significant changes introduced in the revised standards. The dramatic developments in the 
Indian economic scenario making the rupee fully convertible on current account and the liberalized 
foreign investment policy announced by the Government compelled the ICAI to review the 
Standard. Consequently, an ED was issued. The significant changes introduced by the revised standard 
are: 

(i) The concept of standard rate has been deleted. 

(ii) The revised standard requires the application of the same exchange rate to a group of 
interrelated transactions. According to it, two or more transactions are considered to be 
interrelated if by virtue of being set off against one another or otherwise, they affect the net 
amount of reporting currency that will be available on, or required for, the settlement of 
those transactions. 

As regards reporting the effects of changes in exchange rates subsequent to initial recognition 
at the balance sheet date, it distinguishes between monetary and non-monetary items as against the 
earlier standard which was a modified current/non-current method. Under the provisions of the new 
standard, monetary items denominated in a foreign currency are to be reported at the closing rate. 
However, in circumstances where the closing rate does not reflect, with reasonable accuracy tl e 
amount in reporting currency, that is likely to be realized from or required to disburse, the foreign 
currency item at the balance sheet date, a rate that reflects approximately the likely realization c 
disbursement as aforesaid should be used. 

For non-monetary items (other than fixed assets) which are carried at historical cost, the 
historical rate should be used. For items carried at fair value or similar other valuation, the exchange 
rate that existed when the values were determined ought to be used for reporting such items. 

The revised standard specifies the treatment to be accorded to differences in exchange rate in 
case of forward exchange contracts. It requires such differences to be recognized as income or 
expense over the life of the contract except in case of liabilities incurred for acquiring fixed asseis, 
in which case the carrying amounts of the respective fixed assets are to be adjusted for the 
difference. 

Similarly the profit or loss arising on cancellation of a forward contract should be recognized 
as income or as expense for the period, except in case of a forward exchange contract relating to 
liabilities incurred for acquiring fixed assets, in which case such profit or loss should be adjusted in 
the cost of the respective asset. 
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It further provides that when the cost of a depreciable asset has undergone a change on account 
of adjustments in the carrying value of the asset in accordance with any of the provisions discussed 
above, the depreciation on the revised unamortized amount should be provided for in accordance 
with AS 6. 

Thus the revised Standard, it is hoped, will bring about an improvement in the reporting 
practices with regard to translation. 

SUMMARY 

International operations are conducted in an environment in which there is no universal currency, 
hence firms transacting with dealers in foreign countries arc usually confronted with the twin problems 
of conversion and translation. As exchange rates fluctuate, decisions have to be made regarding the 
rate to be used for translation and the consequent treatment of differences arising therefrom. The 
important methods in vogue are the current and the temporal rates. The currcnt/non-current and the 
monetary/non-monetary methods are also adopted by some countries. Similarly, for the treatment of 
exchange differences, some favour the ‘no deferral’ approach, while others charge it to current 
income. Canada and the International Standard also permit a third approach in certain circumstances, 

i.e. deferral and amortization in certain circumstances. Most of the important countries of the world 
have issued standards in this regard but the controversy continues. The quest for a single comprehensive 
translation methodology continues to engage the energies of accountants the world over. 

REVIEW QUESTIONS 

1. Explain the key issues in accounting for currency translation. Evaluate the efforts of the 
International Accounting Standards Committee for bringing about uniformity in this regard. 

2. Compare the FAS 52, IAS 21 and SSAP 20 relating to foreign currency translation. 

3. “Of the different methods of foreign currency translation, the current rate method is the best.’’ 
Do you agree with this statement? Also throw some light on the international practices relating 
to the treatment of translation gains and losses. 

4. “Determination of the functional currency is a key feature of FAS 52 as it determines the choice 
of translation methods and disposition of exchange gains and losses.” Comment. Also examine 
the foreign currency translation practices in the US. 

5. Examine the different approaches to the treatment of translation gains and losses. Which in your 
opinion is the best treatment? 

6. Distinguish between Directives and Regulations as instruments of harmonization in the European 
Community. Also throw some light on the currency translation practices in the EC. 

7. Compare and contrast the features of the prevalent major translation methods. Which method 
would you consider most appropriate? 

8. “The Statement on Currency Translation in India was unable to deliver the goods, hence the need 
for AS 11.” Comment. Also examine the significant changes introduced in the revised standard. 

9. “The deferral approach is superior to the No deferral approach.” Do you agree with the above 
statement? Explain your position. 

10, Examine the translation practices and standard in Japan. Is it closer to that of the developed or 
developing countries? Explain your position. 
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PROBLEMS 

L Streamline Corporation imported certain components from a supplier in the UK. The order 
was telexed on November 22, 1994. The supplier notified acceptance of the order and informed the 
company that the parts would be shipped on the first of December 1994. The price was fixed at 
£ 1,000 payable on 31.1.95. Assume that the exchange rates between the pound and the rupee were: 

On 1.12.94 1 £ = Rs 46.50 

On 31.12.94 1 £ = Rs 46.75 

On 31.1.95 1 £ = Rs 47.25 

Pass necessary journal entries in the books of the Streamline Corporation assuming that its accounting 
year ends on 31.12.94. 

2. Sample Company is the Indian subsidiary of a US based multinational. The Company was 
formed in December 1993 and is wholly-owned subsidiary of the US firm. Given below are the 
financial statements of Sample Company for the years 1993 and 1994 in local currency units (LCs): 



354,167 
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BALANCE SHEETS (Cont.) 


Liabilities and Shareholders’ Equity 


31.12.93 

31.12.94 

Sundry current liabilities 


10,000 

10,000 

Income tax payable 


— 

15,120 

Long-term debt (in LC) 


193,750 

193,750 

Capital stock 


150,417 

150,417 

Retained earnings 


— 

15,119 

Total 

The exchange rate was as follows: 

On January 1, 1994 

Average rate was 

On December 31, 1994 

1 LC = $ 0.38 

1 LC = $ 0.34 

1 LC = $ 0.30 

354,167 

384,406 


You are required to translate the financial statements of Sample Company into US dollars according 
to the current rate method, monetary/non-monetary method and temporal method. 
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Consolidation 


INTRODUCTION 

Consolidation of financial statements provides a macro glimpse of the total economic entity, without 
requiring statements users to piece together the separate financial statements of the different entities 
of the group. Investments by one corporation in another or intercorporate investments have basically 
given rise to the concept of consolidation. When the investor acquires more than 50 per cent of the 
voting equity shares of the investee, a parent-subsidiary relationship is established. The investee 
becomes a subsidiary of the acquiring parent company (investor) but remains a separate legal entity. 
Such investments may be resorted to for a variety of reasons. A company may wish to venture into 
a particular industry, but instead of starting from scratch it may resort to the easier course of 
purchasing shares of a company which is already established in that particular industry. A variant of 
this in the international milieu could be geographic diversification. Intercorporate investments may 
also be resorted to, to guarantee a relationship where one company has a large number of dealings 
with another and is financially dependent on it. Yet another motivating factor for such investments 
could be long-term control or capital appreciation. Whatever the motive for such intercorporate 
investments, strict adherence to the legal aspects of such a business combination would require 
the issuance of separate financial statements for the parent company and its subsidiary. Strict adherence 
to the legal form would, however, ignore the substance of most parent-subsidiary relationships. A 
parent company and its subsidiary are usually a single economic entity. In recognition of this fact, 
accounting standards and corporate regulations in a number of countries require consolidation of 
financial statements of the parent company and its subsidiaries. A treatise on international accounting 
would, therefore, be incomplete without the inclusion of a chapter on consolidation. This chapter 
fcK'uses on the need for, and techniques of consolidation, the criteria for inclusion of subsidiaries, 
the areas of controversy, the practices prevailing in select countries and the Indian scenario in this 
regard. 

DEHNITION AND NATURE OF CONSOLIDATED FINANCIAL STATEMENTS 

The concept of consolidated financial statements is based on the assumption that a group of enterprises 
can be treated as a single accounting entity. IAS 27, the International Accounting Standard to the 
effect defines consolidated statements as “the financial statements of a group presented as those of 
a single enterprise. A Group is a parent and all its subsidiaries”.* A similar train of thought is 
reflected in the observation by Choi and Mueller that “consolidated financial statements essentially 
convey the results of operations and the financial position of a group of companies as if they were 
a single economic unit regardless of any legal distinctions that exist among the separate corporate 
entities”. Thus, consolidated financial statements provide an overall financial view of a group of 
companies so that users are saved tlie bother of putting together reports of the individual subsidiaries. 

86 
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Concept of Group 

All the above-mentioned definitions refer to the term ‘Group’ hence, it would be appropriate to 
identify here what constitutes a group, and the users of the consolidated statements. A distinction has 
to be made between the concept of an economic entity and a legal entity. In the context of consolidation, 
a group comprises legal entities i.e. the parent and its subsidiaries; each entity being autonomous 
from the legal standpoint. A subsidiary is defined as an enterprise that is ^.ontrolled by another 
enterprise (known as the parent). The meaning of control will be discussed later. Coming back to 
the concept of ‘group*, Parker^ has referred to three concepts of group distinguished on the basis 
of the users* for whom consolidated financial statements are prepared. According to him these are: 

1. Parent company concept 

2. Entity concept 

3. Proprietary concept. 

1. Parent company concept. When the consolidated financial statements are prepared with the 
assumption that the user group comprises present and potential equity shareholders of the 
parent or holding company (at the cost of the minority shareholders, in case of less than 
wholly owned subsidiaries), the group is said to be working on the parent company concept. 
The Accountants International Study Group (AISG) describes the parent company concept as follows: 

The parent company concept views consolidated statements as an extension of parent company 
statements, in which the investment account of the parent is replaced by individual assets and 
liabilities underlying the parent’s investment, and subsidiaries are viewed as almost the equivalent 
of branches. When subsidiary ownership is not complete, the consolidation process segregates the 
minority interest in the partially owned sub.sidiary. The minority interest is a liability as far as 
parent shareholders are concerned."* 

Thus, under the parent company concept the minority interests in the net assets of a subsidiary 
is viewed as a liability. The payment of dividends by the subsidiary to the minority shareholders 
decreases the liability to them. Similarly, consolidated net income is reported net of the minority’s share 
of the subsidiary’s net assets. This concept suffers from certain shortcomings. It not only ignores the 
interest of minority shareholders, but by assuming that equity shareholders are the only important users 
of the statement, it disregards all other interested parties. Analogously, it assumes that a group comprises 
a parent company which dominates over a number of dependents or subsidiaries, not visualizing the 
formation of a group by the merger of two or more companies of approximately equal size. 

2. Entity concept. Under this concept, the stress is on the economic unity of all the enterprises 
constituting the group, giving equal emphasis to all shareholders whether they form the minority or 
the majority. This concept takes care of a group comprising two equally large companies and is more 
appropriate for users such as employees and managers. To quote the AISG: 

In contrast to the parent company concept, the entity concept views consolidated statements as 
those of an economic entity with two classes of proprietary interest—the major or dominant interest 
and the minority interest. It holds that in consolidation, these interests should be treated consistently. 

The consolidated statements are not viewed as an extension of parent company statements but 
rather, as an expression of the financial position and operating results of a distinct consolidated 
entity consisting of a number of related companies whose relationship arises from common 
control. When related companies are viewed as parts of such an entity, the minority interest instead 
of representing an accountability to an outside group by the parent, represents a part of capital. 


* User groups generally include (i) equity investors, (ii) creditors, (iii) employees and trade unions, (iv) managers, 
(v) financial analysts, (vi) the government, and (vii) the public at large. 
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Thus, in the entity concept the minority interest in the subsidiary is included in the shareholders’ 
equity section of the consolidated balance sheet. The consolidated income statement presents the 
minority interest in the subsidiary’s net income as a subdivision of total consolidated income. 

3. Proprietary concept Both the concepts discussed above are not appropriate in case of enterprises 
which belong to more than one group or only partially to a group, since in such cases there is neither 
a single parent company nor a minority interest. Again, in such cases there is neither legal dominance 
nor can they be taken as single economic units. The proprietary concept aptly suits such situations, since 
it lays emphasis on ownership or proprietorship enabling the exercise of decisive influence over 
commercial and financial decisions. The proportionate share of profit or loss and assets and liabilities 
for the year are brought into the consolidated statements using either the proportional consolidation 
or the equity method. 

NEED FOR CONSOLIDATION 

Users of financial statements of a parent company are usually concerned with the need to be informed 
about the financial position and results of the group as a whole. Since the parent company is able 
to control the decision-making process and resources of the subsidiary, consolidated financial statements 
usually provide a more meaningful presentation to shareholders and creditors as compared to separate 
presentations by the parent and each subsidiary. In the absence of consolidated statements and in 
situations where financial statements of captive finance subsidiaries are not included in the consolidated 
financial statements, companies can easily resort to ‘off the balance sheet’ financing,* thus misleading 
the users of such statements. In India for instance, at present companies are not required to prepare 
consolidated statements though with the approval of the Companies Amendment Bill 1993 in the 
near future they will be required to do so. The absence of this requirement has led to the creation 
of captive finance subsidiaries that are wholly or almost wholly owned by manufacturing or 
trading firms.^ These subsidiaries cater mainly to the requirements of the parent company. Examples 
of such subsidiaries in India are leasing and hire-purchase subsidiaries started by automobile 
manufacturers to finance their credit sales. Consequently, receivables are excluded from the 
balance sheets of the manufacturers. The subsidiaries on the other hand, being finance companies have 
the freedom to operate with larger debt-equity ratios as compared to the parent companies namely, 
the automobile manufacturers. Again, the parent company’s ratios such as debt-equity are 
understated because borrowings in the form of fixed deposits etc., from the subsidiary do not appear 
on the parent company’s balance sheet. Similarly, liquidity ratios such as the current ratio are 
overstated. No universal agreement, however, seems to have been reached on the utility of 
consolidated statements to the users. This is evident from the fact that a large number of countries 
still do not statutorily require the publication of such financial statements. In most countries they are 
the exception rather than the rule. In fact in some countries like Columbia such reports are prohibited 
by law.^ 

The utility of consolidated statements has also been questioned time and again as is revealed 
from the writings of Chambers^ and Hylton.^ Chambers was of the opinion that consolidated statements 
were not really necessary. He suggested, as an alternative to consolidation, annexures to financial 
statements of the parent company—simply aggregative statements of the assets and liabilities and 
profit and loss account items of all the subsidiaries. The result of these alternatives being far more 

* Off the balance sheet, financing may be defined as a mechanism of availing of a source of finance which 
IS not statutorily required to be shown as a liability in the balance sheet. 
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comprehensible and realistic than the product of the consolidation process. A similar view is expressed 
by Hylton: 

It is argued here that consolidated financial statements are not superior to separate statements. 

Rather, from separately reported information, an interested reader can determine what really is 
going on in the parent company. Ratios would no longer be distorted, creditor^ and stockholders 
of the parent company would discover the kind and amount of assets in which they hold an interest 
and sources and amounts of earnings would be apparent. Admittedly the financi al condition of the 
parent company is related to the performance of its subsidiaries. However, a better analysis can be 
made of performance when the financial statement reader can determine what i^ happening in the 
subsidiaries. 

Despite the doubting Thomases, the fact remains that by and large consolidation of financial 
statements is considered necessary and more and more countries are striving in this direction. 

HISTORICAL DEVELOPMENT 

Development of the concept of holding companies led to the evolution of consolidated financial 
statements. The USA took the lead in this as the social climate there was conducive to innovations, 
devoid of any statutory or other barriers. Thus, US companies were the first to adopt consolidated 
financial statements. Though a few American companies^ had published consolidated statements 
before the turn of the twentieth century, the trend was actually set by the United States Steel 
Company, chartered in New Jersey in 1901. This company published consolidated financial statements 
from its inception. Among the accountants who influenced consolidation accounting, the name 
of Arthur Lowes Dickinson, (a British chartered accountant) of Price Waterhouse and Company, 
New York is particularly important. His book on Accounting Practice and Procedure*^ published as 
early as 1914 had a complete chapter devoted to consolidated accounts. 

A greater degree of legal regulation and government supervision over the formation of 
corporations in Europe was largely responsible for the slow pace of development of holding companies 
there. As Liefmann observes, “the holding company never assumed the same significance in Europe 
as it did in the United States.” “ Another factor responsible for this state of affairs was the preference 
for formation of cartels in Europe as a mechanism for gaining monopolistic control, as against 
holding companies, which were popular in the USA. 

The situation in Britain was slightly better than in the rest of Europe. The holding company 
form of business combination gained importance after the First World War. One of the earliest 
consolidated reports in the UK were prepared by Nobel Industries Ltd., one of the predecessors of 
ICI in the early 1920s. The first book on the subject appeared on the British scene in 1923 authored 
by Gilbert Garnsey, by which time consolidation had gained a stronghold in the USA. The Company 
Law reforms in 1929 also did nothing to change the optional status of consolidated accounts. The 
attitude of accountants could well be one of the contributory factors responsible for this state of 
affairs. As Garnsey writes, “the natural reluctance of the people in this country to change is too well 
known to require any comment”.*^ A similar view is expressed by Parker: “British accountants, 
convinced of their own superiority, were not too receptive* to American innovation.”*^ 

German companies took to consolidation only in the 1930s. However, consolidation of accounts 
h 2 ^s been a statutory requirement in Germany since the mid-1960s. Incidently, the first important 
book on consolidation in Germany was also published in 1930.*"^ The development of consolidation 
came even later in France and as recently as 1967, only about two dozen companies consolidated 
their fmancial statements.*^ Again, there was no consistency and uniformity with regard to the 
consolidation policy. For instance, the report of the Compagnie Francaise des Petroles for 1968 
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contained summaries of consolidated statements for 1965, 1966 and 1967 but not for 1968. Similarly, 
there was no uniformity as to the consolidated accounts which were to be included. For example, in 
1976, out of the 292 companies which published consolidated financial statements, 46 published a 
consolidated balance sheet only. It is only since 1985 that consolidation has been made compulsory 
for listed companies in France. In the Netherlands, on the other hand, consolidated financial statements 
have been the norm. The scenario in Asian countries in this regard is far from encouraging. Japanese 
companies have started presentation of consolidated financial statements only in the latter half of the 
1980s, and in India it is a rare phenomenon, as it is not required by law at present. Shaw Wallace 
is probably the only company that prepares consolidated accounts. A detailed analysis of consolidation 
rules and practices in important countries has been undertaken in a subsequent section. 

SCOPE OF CONSOLIDATED HNANCIAL STATEMENTS 

The purpose of consolidated financial .statements is to report the financial position and results of 
operations of the parent company and its subsidiaries as if the group were one economic enterprise. 
Since the parent company is in a position to control the decision-making process and resources of 
the subsidiary, a single economic unit exists. Thus, consolidated financial statements should include 
all the enterprises that are controlled by the parent. Traditionally, control is presumed to exist when 
the parent owns directly, or indirectly through subsidiaries, more than one half of the voting power 
of an enterprise. Sometimes, however, even though such an equity ownership exists, other circumstances 
may negate the parent company’s actual conU*ol of the subsidiary. For instance, a subsidiary that is 
in liquidation or reorganization in bankruptcy, is not controlled by its parent company. Similarly, a 
foreign subsidiary in a country having severe production, monetary, or income tax restrictions may 
be subject to the authority of the foreign country rather than of the parent company. It must be 
recognized that a parent company’s control of a subsidiary may be achieved indirectly. For 
example, if Hindustan Corporation owns 85 per cent of the outstanding voting rights of Sansar 
Company Ltd., and 45 per cent of Tilak Company Ltd., and Sansar also owns 45 per cent of Tilak’s 
equity share capital, both Sansar and Tilak will be deemed to be controlled by Hindustan, 
because it effectively controls 90 per cent of Tilak’s capital. This effective control consists of 45 per 
cent owned directly and 45 per cent owned indirectly, through its subsidiary Sansar Company Ltd. 

Control also exists even when the parent owns one-half or less of the voting power of a 
company in a situation when there is: 

1. power over more than one-half of the voting rights by virtue of an agreement with other 
investors 

2. power to govern the financial and operating policies of the enterprise under a statute or an 
agreement 

3. power to appoint or remove the majority of the members of the board of directors or 
equivalent governing body. [IAS 27, para 10] 

A subsidiary may also be excluded from consolidation in certain situations. For instance 
IAS 27 excludes a subsidiary from consolidation when: 

1. control is intended to be temporary because the subsidiary is acquired and held exclusively 
with a view to its subsequent disposal in the near future; or 

2. it operates under severe long-term restrictions which significantly impair its ability to transfer 
funds to the parent. 
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Again, a subsidiary may be excluded from consolidation when its business activities are dissimilar 
to those of the other enterprises within the group. For instance, prior to October 1987, consolidation 
policies under ARB 51*^ in the USA permitted the exclusion of certain companies engaged in 
different lines of business. Accordingly, subsidiaries that were different from the main operations of 
a firm such as finance subsidiaries, were eliminated from consolidation by most manufacturing and 
retail companies. The rationale put forward for this exclusion was that the operations of a finance 
and a non-finance company are so dissimilar that their combined financial statements would not be 
meaningful. The exclusion was, however, not justified theoretically because belter information is 
provided by consolidating such subsidiaries and disclosing additional information in the consolidated 
financial statements about the different business activities. Mosich and Larsen have rightly observed, 
“the argument that finance-related subsidiaries should not be consolidated with parent manufacturing 
or retailing enterprises because of their unique features is difficult to justify when one considers the 
wide variety of production, marketing and service enterprises that are consolidated in a conglomerate 
or highly diversified family of corporations”.This exclusion generated a lot ot debate and onsequently 
in October 1987, amending ARB 51, the FASB issued SFAS 94.’* Under SFAS 94, a parent company 
is required to include in its consolidated financial statements a majority-owned subsidiary, even 
though the subsidiary is involved in a line of business unrelated to the parent company’s business. 


CONSOLIDATION TECHNIQUES 

Considerable diversity exists with regard to the techniques of consolidation adopted in different 
countries the world over. They may be classified broadly as Gross and net techniques (see Fig. 5.1). 


Techniques of Consolidation 



Gross 

or 

line-by-line consolidation 




Net 


One line 
or 

equity 

Fig. 5.1 Techniques of consolidation. 


Prorata 

or 

proportional 


Gross Consolidation 

This technique of consolidation is also known as the Line-by-Line technique. Under it all the assets 
and liabilities of the company in which the shares are held are added to the group balance sheet, 
irrespective of the percentage held by the investing company. Where the investing company holds 
less than 1(X) per cent of the shares in the. investee company, a balancing or adjusting item referred 
to as ‘minority interest’ is shown on the liability side of the consolidated balance sheet representing 
the proportion of assets and liabilities belonging to shareholders outside the group. Analogously, all 
income and expenditure, and the entire profit of the investee company are included in the consolidated 
profit and loss account. The share of profits of the outside shareholders’ minority interest in net 
income, is identified and adjusted against the income of the group in order to arrive at the net income 
attributable to the owners of the parent. This method is adopted by the IAS 27. 
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To illustrate: XYZ Ltd. acquired 80 per cent of the equity share capital of ABC Ltd. for cash on 
January 1, 1992 at a price of Rs 15 per share. The balance of ABC Ltd.’s reserves on that date stood at 
Rs 20,000. On December 31, 1992 the individual balance sheets of the two companies are as follows: 



XYZ Ltd. 

ABC Ltd. 


Rs 

Rs 

Investments in ABC Ltd. 

96,000 

— 

Plant and machinery 

600,000 

50,000 

Sundry current assets 

350,000 

60,000 

Total 

1,046,000 

110,000 

Represented by 

Rs 10 Equity shares 

400,000 

80,000 

Reserves 

646,000 

30,000 

Total 

1,046,000 

110,000 


The consolidated balance sheet prepared according to the line-by-line method would be as follows: 


Consolidated Balance Sheet 

Assets 

Rs 

Plant and machinery 

650,000 

Goodwill on Acquisition* 

16,000 

Sundry current assets 

410,000 

Total 

1,076,000 

Represented by: 


Rs 10 equity share capital 

400,000 

Group reserve** 

654,000 

Minority interests*** 

22,000 

Total 

1,076,000 

*Goodwill on Acquisition: 

Rs Rs 

Cost of investments in ABC Ltd. 

96,000 

Less: Equity shares acquired on January 1, 1992 (80 % of 80,000) 

64,000 

Reserves acquired on January 1, 1992 (80% of balance on 


ABC Ltd.’s reserves of Rs 20,000) 

16,000 (80,000) 

Goodwill 

16,000 

**Group reserves 


Reserves of XYZ Ltd. on December 31, 1992 

646,000 

Reserves of ABC Ltd. accruing to group since acquisition (30,000 - 20,000) X 80% 8,000 

Group reserves 

654,000 

***Minority interest 


Share capital accruing to minority (20% of 80,000) 

16,000 

Reserves on December 31, 1992 accruing to minority (20% of 30,000) 

6,000 

Minority interest 

22,000 
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Net Consolidation 

The net consolidation technique on the other hand, brings into the consolidated accounts only 
that percentage of the assets and liabilities and profits or losses of the investee company which 
corresponds to the shares held by the parent company. Net consolidation may be further classified 
into: 


1. One line consolidation or equity method 

2. Pro rata or proportional consolidation method. 

1. One line consolidation or equity method. This technique is merely ihe introduction of the 
equity method to consolidate the accounts. It is used for a certain group of minority holdings known 
as ‘associated companies’. The method is made use of in Britain. According to it, an associated 
company is valued in the consolidated balance sheet at cost plus a proportionate share of the retained 
profits since the date of acquisition. The detailed revenues and expenses are not included in the 
consolidated income statement. Instead, the figure of the proportionate share of the association’s 
profit before tax and extra ordinary items is shown. 

To illustrate: XYZ Ltd., acquired 600 equity shares of Rs 10 each in ABC Ltd. at a price of 
Rs 15 per share on December 31, 1992, at which point the profit and loss account of ABC Ltd. 
had a credit balance of Rs 8,000. The respective balance sheets of XYZ Ltd. and ABC Ltd. on 
December 31, 1993 were as follows: 



XYZ Ltd. 

ABC Ltd. 

Assets 

Rs 

Rs 

Fixed assets 

150.000 

32,000 

Investments in ABC Ltd 

9,000 

— 

Current assets 

10,000 

18,000 

Total 

169,000 

50,000 

Liabilities and Equity 

Share capital 

80,000 

20,000 

Profit and loss account 

89,000 

30,000 

Total 

169,000 

50,000 


The consolidated balance sheet of XYZ Ltd. and ABC Ltd. according to the equity method appears 
on page 94. 

2. Proportional consolidation. As in the line-by-line consolidation technique, here also the assets 
and liabilities and income and expenditure are taken into the consolidated accounts, but on a pro rata 
basis i.e. only to the extent of the investment in the investee company. This method provides a deeper 
insight into the consolidated accounts as compared to the one line method, which reveals the investment 
as an abstract balance. The pro rata technique on the other hand represents it in a more concrete 
manner. This method is used in France and is also permitted by the Companies Act of 1989 in the 
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Consolidated Balance Sheet as on 31-12-1993 


Assets 

Rs 


Fixed assets 

150,000 


Current assets 

10,000 


Investments in ABC Ltd* 

15,600 


Total 

175,600 


Share capital 

80,000 


Reserves** 

95,600 


Total 

175,600 


♦Investments in ABC Ltd. 


Rs 

Cost of shares acquired 


9,000 

Proportionate share of retained profits since acquisition (30,000 ~ 8,0(X)) x 3/10 


6,600 

Investment in ABC Ltd. 


15,600 

♦♦Reserves 

Reserves in XYZ Ltd. 


89,(XX) 

Proportionate share of ABC Ltd.’s reserves since acquisition 


6,600 

Total reserves 


95,600 

UK for consolidating unincorporated joint ventures. A simple illustration would help to explain the 
method. Suppose XYZ Ltd, acquired 80 per cent of the equity share capital of ABC Ltd. for cash 
on December 31, 1993 at a price of Rs 15 per share. The balance sheets of the two companies on 

December 31, 1993 were as follows: 




Investment in ABC Ltd. (80% of 8,000 shares 

XYZ Ltd. 

Rs 

ABC Ltd. 
Rs 

at Rs 15) 

96,000 

— 

Plant and machinery 

500,000 

40,000 

Sundry current assets 

250,000 

60,000 

Total 

846,000 

100,000 

Represented by: 

Rs 10 equity shares 

400,000 

80,000 

Reserves 

446,000 

20,000 

Total 

846,000 

100,000 
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The consolidated balance sheet according to the proportionate method would be as follows: 

Consolidated Balance Sheet as on 31-12-1993 



Rs 

Plant and machinery* 

53:,000 

Goodwill on consolidation** 

K'.OOO 

Sundry current assets*** 

29s,000 

Total 

84<.,000 

Share capital 


Rs 10 equity shares 

400,000 

Reserves 

44(1,000 

Total 

846,000 


Rs 

* Value of plant and machinery = Rs 500,000 + 80% of 40,000 
** Goodwill = Investment in ABC Ltd. 96,000 

Less: Share of assets in ABC Ltd. (80 % of 100,(XX)) 80,(X)0 

Goodwill 16,000 


*** Sundry current assets = Rs 250,000 + 80% of 60,000 = 298,000 


TREATMENT OF CONSOLIDATION DIFFERENCES 

Consolidation difference is the term applied to the differences arising on consolidation, because the 
amount paid by the investor company is less or more than the proportionate share of the tangible and 
identifiable net assets of the investee company. The date of acquisition is crucial for establishing the 
amount of consolidation difference. When the date of acquisition does not coincide with the date of 
the close of financial year and where the profits and losses prior to acquisition are taken over as well, 
such profits and losses should not be shown as profit and loss in the consolidated profit and loss account, 
as they were earned prior to the company becoming a member of the group. They should be reflected as 
an increase or decrease in the amount of capital to be consolidated. The treatment of such differences 
would differ under the gross and net consolidation methods. The difference may be positive or 
negative. We shall now examine the treatment of such differences under the different methods of 
consolidation. 

Treatment of Positive Difference under the Line-by-Line Method 

A positive difference on consolidation arises when the purchase cost* exceeds the amount of capital 
to be consolidated. Three possible reasons could be responsible for such a difference to arise: 

* The cost accounted for is the total consideration paid by the investing company plus the direct out-of-pocket 
costs of the combination. The out-of-pocket costs generally include legal fees and finder’s fees. A finder’s fee 
is paid to the investment banking firm or other organizations or individuals that investigated the combination, 
and/or assisted in determining the price and otherwise rendered services to bring about the combination. 
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1. The purchase price lakes into account undisclosed reserves contained in the balance of the 
acquired company. 

2. An element of goodwill of the company in which the shares have been acquired is included 
in the purchase price. 

3. Too high a purchase price has been paid by the investing company. 

The third reason does not generally apply, for it means that the investment is overvalued and 
abnormal depreciation will be necessary. The following treatment would be accorded to positive 
consolidation differences. Where the difference has arisen on account of undisclosed reserves, it 
should be posted to the individual assets. As far as fixed assets subject to depreciation are concerned, 
the increased values form the basis for the nonnal depreciation in the consolidated accounts, which 
in such cases is higher than in the accounts of the individual company. The consolidation difference 
thus decreases from year to year and will be fully accounted for when the relevant fixed asset is fully 
depreciated. 

In actual practice, the difference generally consists of a combination of undisclosed reserves 
and includes an element of goodwill in which case the goodwill will be shown in the consolidated 
balance sheet and written off subsequently according to the accounting regulations prevalent in the 
country. A great deal of diversity exists with regard to the treatment of goodwill. In the USA, 
goodwill purchased with investments acquired after November 1970 has to be written off over a 
period of not more than 40 years. The European Community’s Seventh Directive permits a maximum 
write off period for goodwill of 5 years.In the Netherlands on the other hand, goodwill is frequently 
written off completely in the year of acquisition. 

Treatment of Negative Difference under the Line-by-Line Method 

When the purchase costs of an investment are lower than the capital to be consolidated, a negative 
difference on consolidation results. In actual practice, however, a negative difference is a rarity. Such 
a difference may arise on account of The following reasons: 

1. The company in which the shares have been acquired may have overvalued its assets or 
undervalued its liabilities. 

2. In some business combinations (known as bargain purchase) the current fair values assigned 
to the net assets acquired exceed the purchase cost. Such a situation is most likely to occur when the 
investee company has a history of losses. The bargain purchase excess is also termed as ‘negative 
goodwill’*. 

3. When the purchaser is taking advantage of a favourable opportunity. 

In commercial circles, however, the third factor is seldom visible. When it occurs such negative 
differences ought to be shown in the consolidated account as a capital reserve. 

Negative differences are generally treated in the following manner: 

1. Where the difference arises on account of overvalued assets or undervalued liabilities it 
would be necessary to provide for special depreciation on the assets or to increase the liabilities 
accordingly, resulting in a reduction of group profits. Pragmatically, however, it would seem more 


* Negative goodwill is the excess of current fair value of the combinee’s identifiable net assets over their cost 
to the combinor (APB Opinion 16). 
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appropriate to spread the necessary depreciation over the remaining useful life of the assets or to 
regard the negative difference as a special item namely, negative goodwill to be amortized in the 
same manner as goodwill. 

2. In situations where the negative difference has arisen on account of pKTsistently bad earnings, 
it may be regarded as a subsidy for improving the earnings situation. It is, iherefore, in the nature 
of a reserve which would be written back in stages over the period for which the loss situation is 
expected to last. 

Treatment of Difference under One-Line Method 

The same positive and negative differences arise in principle when the equity method or one line 
consolidation technique is used. However, unlike the previous method, such differences do not 
automatically appear as balances. Since the assets and liabilities of the investee companies are not 
taken into the consolidated accounts, they can only be ascertained in memorandum form by 
comparing the capitalized purchase costs of the investor company with the capital of the 
investee company. The amount should, however, be either brought out in the balance sheet or 
shown in a footnote. Allocation and adjustments to the assets and liabilities respectively pose a 
problem as these items are themselves not contained in the consolidated balance sheet. They 
have, therefore, to be calculated in a memorandun statement. Their balance is then either shown 
separately as a ‘Difference’ or stated in a note under the heading ‘Investments’. Nonnally, the 
difference decreases with every subsequent consolidation exercise on account of the depreciation 
of goodwill. 

Treatment of Difference under Prorata or Proportional Method 

The treatment of difference on consolidation when the proportional method is used is based on the 
same principle as in line-by-line consolidation. 

The following illustration will better explain the concept of consolidation differences and their 
treatment. It is an example of a purchase type business combination. 

On March 31, 1993, Mohan Corporation issued 5700 equity shares of Rs 10 each (current fair 
value Rs 200 per share) to shareholders of Sohan Corporation in exchange for 38,0(X) of the 40,000 
equity shares of Sohan Corporation in a purchase type of business combination thus acquiring a 
95 per cent interest (38,000-40,000 = .95) in Sohan, making it its subsidiary. The out-of-pocket 
costs of the combination paid in cash by Mohan Corporation on March 31, 1993 included 
Rs 52,250 finder’s and legal fees relating to the business combination. Separate financial statements 
for the two companies for the year ending March 31, 1993 prior to the combination were as 
on page 98. 

The current fair values of Sohan Corporation’s identifiable assets and liabilities were the same 
as their carrying values in the financial statements on March 31, 1993, except for the inventories, 
plant assets and leasehold for which the current fair values on March 31, 1993 were Rs 526,000, 
Rs 1,290,000 and Rs 30,000 respectively. 

You are required to compute: 

(i) Difference on consolidation, 

(ii) Minority interest 
(hi) Goodwill. 
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Separate Financial Statements for Mohan and Sohan Corporations 

(for the Year Ending March 31, 1993) 



Mohan 

Sohan 


Income Statement 

Rs 

Rs 

Net sales 

5,500,000 

1,000,000 

Costs and expenses 

Cost of goods sold 

3,850,000 

650,000 

Operating expenses 

600,000 

100,000 

Interest expense 

75,000 

40,000 

Income tax expense 

585,(XX) 

126,000 

Total cost and expense 

(5,110,000) 

(916,000) 

Net Income 

390,000 

84,000 

Statement of Retained Earnings 



Rs 

Rs 

Retained earnings beginning of year 

810,000 

290,000 

Add: Net income 

390,000 

84,000 

Sub-total 

1,200,000 

374,000 

Less: Dividends 

(150,000) 

(40,000) 

Retained earnings at end-of-year 

1050,000 

334,000 

Balance Sheets as on March 31, 1993 


Assets 

Rs 

Rs 

Cash 

200,000 

100,000 

Inventories 

800,000 

500,000 

Other current assets 

550,000 

215,000 

Plant assets (net) 

3,500,000 

1,100,000 

Goodwill 

100,000 

— 

Total assets 

5,150,000 

1,915,000 

Liabilities and shareholders* equity 

Income taxes payable 

100,000 

76,000 

Other liabilities 

2,450,000 

870,000 

Equity shares of Re 1 and Rs 10 

1,000,000 

400,000 

Premium on shares 

550,000 

235,000 

Retained earnings 

1,050,000 

334,000 

Total 

5,150,000 

1,915,000 


Solution 

In order to compute the difference it will be necessary to first find the purchase cost, which is 
computed as under: 

Computation of Purchase Cost 

Rs 

Investment in Sohan Corporation equity shares 5100 x 200 1,140,()(K) 

Out-of-pocket costs of combination 52,250 

Total purchase cost 


1,192,250 
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Computation of Difference 

Purchase cost 1,192,250 

Less: Carrying value of identifiable net assets 969,000 

Difference 223,250 


Note: Part of this difference is minority interest. In order to compute minoritv interest it is essential 
to first compute current fair value of identifiable assets purchased: 

Current Fair Value of Identifiable Assets 


Assets 

Rs 

Cash 

100,000 

Inventories (fair value) 

'26,000 

Other current assets 

215,000 

Plant (fair value) 

1,290,000 

Leasehold 

30,000 

Total 

2.161,000 

Less: Liabilities 

946,000 

Current fair value 

1.215,000 


Computation of Minority Interest in Sohan Corporation 

Rs 

Current fair value of identifiable net assets of Sohan Corporation 1,215,000 

Minority interest ownership in Sohan Corporation (100 - 95% = 5%) X .05 

Minority interest in Sohan Corporation’s identifiable net assets (1,215,(XX) X .05) 60,750 


Computation of Goodwill 

Purchase cost of 95% interest in Sohan Corporation 
Less: Current fair value of Sohan Corporation’s identifiable net assets 
acquired by Mohan Corporation (1,215,000 x 0.95) 


Goodwill 


Rs 

1,192,250 


1,154,250 

38,000 


Rs 

Total consolidated difference 223,250 

Less: Minority interest 60,750 

Net difference . 162,500 


This difference has arisen on account of undisclosed reserves and an element of goodwill. 

Note: The consolidated financial statements have been prepared later after dealing with the mechanics 
of consolidation on pages 104-105. 
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MECHANICS OF CONSOLIDATION 

While preparing consolidated statements, the financial statements of the parent and its subsidiaries 
are combined. In order that the financial statements may present information about the group as a 
single enterprise, it is necessary to prepare a working paper showing the increase, decrease, and 
eliminations in the consolidated financial statements. The following procedure is generally 
followed: 

Elimination of the Effects of All Intercompany Transactions 

Intercompany transactions are transactions which take place within the economic entity. Transactions 
of this type generally include intercompany sales of merchandi.se, of plant assets, of intangibles and 
intercompany receivables, payables, interest, expense, dividends etc. The most intricate part of this 
process is the elimination of intercompany profits. Until intercompany profits or losses in such 
transactions are realized through the sale of the asset to an outsider, the profits or losses must be 
eliminated in the preparation of consolidated statements. Failure to eliminate unrealized profits and 
losses would result in inflated income in the consolidated .statements. The effect of intercompany 
transactions, therefore, needs to be examined in greater detail. 

L Intercompany sale of merchandise. Intercompany sales of merchandise arc a natural outgrowth 
of vertical business combinations, which involve a combinor and one or more of its customers or 
suppliers as combinees. Intercompany sales of merchandise from a parent to its subsidiaries are 
termed ‘downstream’ sales and ‘upstream’ sales are sales from subsidiaries to the parent. When 
intercompany sales are made between two affiliates of the same parent company, these are termed 
as ‘lateral’ sales. Intercompany sales between parent and subsidiary or between two subsidiaries on 
a cost plus basis, may have a margin either equal to, more than, or less than sales to outsiders. In 
such situations, the selling affiliate’s intercompany gross profit is realized only when the purchasing 
subsidiary sells the merchandise to outsiders. As a consequence, if the purchasing subsidiary has 
unsold ending inventories of merchandise purchased from an affiliate on the date of the consolidated 
balance sheet, it will result in an overstatement of the purchaser’s ending inventories from a consolidated 
point of view. This overstatement is to the extent of the selling affiliate’s unrealized intercompany 
gross profit included in the ending inventories. While preparing consolidated financial statements, 
it is necessary to cancel this overstatement of profit through an appropriate working paper 
elimination. 

Illustration: 

Assume that Tulip Corporation, a wholly owned subsidiary of Rosebud Corporation sells merchandise 
to the parent at a gross margin of 20 per cent during the year ended December 31, 1993. Sales by 
Tulip Corporation to Rosebud Corporation amounted to Rs 240,000 during the year 1993, of which 
merchandise amounting to Rs 80,000 remained unsold, on December 31, 1993. On that date, Rosebud 
Corporation owed Rs 60,000 to Tulip Corporation for merchandise. Both companies use the perpetual 
inventory system. The two companies’ sales to outsiders were: Rosebud— Rs 5,800,000, 
Tulip—Rs 1,200,000. The cost of goods sold amounted to Rs 4,100,000 in the case of Rosebud 
Corporation and Rs 760,000 for Tulip Corporation. Let us prepare a partial working paper for 
consolidated financial statements. 

Before we can do this, however, it would first be necessary to analyze the gross profit on the 
upstream sales of merchandise. This analysis has been made in Exhibit 5.1. 
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Exhibit 5.1 Analysis of Gross Profit in Upstream Sales of Merchandise 



Selling Price 

Cost 

Gross Profit 


Rs 

Rs 

Rs 

Beginning inventories 

— 

— 

— 

Add Sales 

240,000 

192,000 

48,000 

Less. Ending inventories 

80,000 

64,000 

16,000 

Cost of goods sold 

160,000 

128,000 

32,000 


This analysis reveals that the intercompany gross profit on sales by Tulip Corporation to 
Rosebud Corporation totalled Rs 48,(XK). Of this, intercompany profit of R^ 32,000 was realized 
through Rosebud’s sales to outside customers, the remaining Rs 16,000 o! intercompany profits 
is still unrealized in Rosebud’s inventories on December 31, 1993. The partial working paper 
for consolidated statement of Rosebud Corporation showing eliminations required is shown in 
Exhibit 5.2. 


Exhibit 5.2 Partial Working Paper for Consolidated Statement of Rosebud 
Corporation 


Rosebud 

Corporation 

Tulip 

Corporation 

Elimination/ 

Increase/ 

decrease 

Consolidated 

Rs 

Rs 

Rs 

Rs 

Income Statement 

Revenue 

Sales 5,800,000 

1,200,000 


7,000.000 

Intercompany sales 

240,000 

>(240,000) 


Cost and Expenses 

Cost of goods sold 4,100,000 

760,000 

‘><’>(32,000) 

4,828,000 

Intercompany cost 
of goods sold 

192,000 

‘'<2>(192,000) 


Balance Sheet 

Assets 

Intercompany 

receivables/payables (60,000) 

Inventories 900,000 

«(3)60,000 

475,000 

'><2>(16,000) 

1,359,000 


Notes on eliminations/increases/decreases: 

• stands for eliminations ^ for reduction 

Intercompany sales by Tulip Corporation amounting to Rs 240,000 will be eliminated from the consolidated 
financial statements. 

Intercompany cost of goods sold by Tulip Corporation amounting to Rs 192,000 will be eliminated. 

Total cost of goods sold of Rosebud Corporation will be reduced by Rs 32,000, the amount of intercompany 
profit. 

Rs 16,000 will be deducted from Rosebud Corporation’s closing Inventories to eliminate unrealized Intercompany 
profit in inventories. 

Eliminate Intercompany receivables (payables) amounting to Rs 60,000. 
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These eliminations/decreases will have a threefold effect on consolidated financial statements: 

1. Elimination of intercompany sales and the relevant intercompany cost of goods sold precludes 
the overstatement of the sales figure and the figure for cost of goods sold in the consolidated financial 
statements. 

2. Elimination of intercompany profits from the parent company’s cost of goods sold has the 
effect of restating the cost of the intercompany sales to the cost of goods to the consolidated entity 
thus avoiding the overstatement of profits. 

3. Reduction of the inventories of the parent, to their actual cost to the consolide^ted entity, 
prevents overstatement of profits. 

2. Intercompany sale of fixed assets and intangibles. While intercompany sale of merchandise is 
a common phenomenon, intercompany sale of fixed assets and intangibles is a rare occurrence. 
Again, because these assets have a relatively long economic life, intercompany gains or losses on 
these assets by sales to outsiders are generally not realized immediately. Consequently, the unrealized 
intercompany gain on the transaction will have to be eliminated. 

Illustration: 

Continuing the previous example, suppose Rosebud Corporation (the parent company) sold a piece 
of land to its subsidiary Tulip Corporation for Rs 3,5(X),000 when the cost of the land to the 
parent company was Rs 2,5(X),000. The land was acquired by the subsidiary to construct a new 
building. The land must be shown in the consolidated financial statements at its historic cost to the 
consolidated entity. The intercompany profit of Rs 1,000,000 must be eliminated, because it has not 
been realized in a transaction with an outsider. It will thus be seen that intercompany profits are the 
most intricate part in the process of elimination. In all these situations, although profit is properly 
recognized by the selling company in its separate financial statements from a consolidated point 
of view, such profits can only be recognized when the sale is to parties outside the consolidated 
entity. 

Elimination of Carrying Amount 

The carrying amount of the parent company’s investment in each subsidiary and the parent’s portion 
of equity of each subsidiary should be eliminated. 

Identification of Minority Interest 

In case of partly owned subsidiaries, the minority interest in the net income 
of the consolidated subsidiary has to be identified and adjusted against the 
order to arrive at the net income attributable to the parent company. 

Presentation of Minority Interest 

In case of partly owned subsidiaries, it would be essential to not only identify the minority interest 
in the net assets of the subsidiary, but this has also to be shown separately in the net consolidated 
balance sheet on the liabilities side. 

Grouping of Similar Assets 

The consolidated financial statements would then be prepared by grouping similar accounts of 


for the reporting period 
income of the group in 
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the individual entities together into the general accounting classification in the consolidated 
statements. 

Adjustments Required When Reporting Dates Differ 

The financial statements of the parent and its subsidiaries are generally dravn up to the same date. 
Where, however, the reporting dates are different, adjustments will have to be* made for the effects of 
any significant events or intra-group transactions that occur between the reporting dates of the subsidiary 
and the group. 

Consolidation of foreign subsidiaries. Inclusion of foreign subsidiaries in the consolidated financial 
statements will involve some additional steps in the process of consolidation because the accounts of 
the foreign subsidiaries would generally be in the national currencies of their respective countries. 
Besides, accounting standards and practices would also be different. High r ates of inflation in the 
subsidiary country can also pose a problem while consolidating the financial statements of such 
subsidiaries. Thus the following additional steps would be involved in consolidation involving foreign 
subsidiaries: 

1. Restatement/adjustment of the statements of foreign subsidiaries prepared on the basis of the 
accounting standards and practices of the country of domicile, to confonn to the accounting standards 
of the country where the parent company is domiciled. This is a stupendous task but is essential for 
presenting a correct picture of the group. 

2. Translation of all foreign currency accounts into the currency of the parent company.* 

3. Determination of the translation gains and losses and their treatment according to the accounting 
standard prevailing in the parent company’s country. 

In order that the users of consolidated financial statements may understand the relationship 
between members of the group and be able to make use of such statements, certain disclosures are 
essential. These include: 

1. A list of significant subsidiaries including the name of the subsidiary, its country of 
incorporation or residence, proportion of ownership interest and if different, the proportion of voting 
power. 

2. Where a subsidiary has not been consolidated, the reasons for it must be disclosed. 

3. The consolidation policy employed should be fully disclosed. 

4. In order that the users of the separate financial statements of the parent are aware of the 
method used to account for the subsidiaries, a description of the method should be disclosed. 

Having examined the mechanics of consolidation, we are now equipped to prepare a consolidated 
balance sheet of Mohan Corporation and its subsidiary using the illustration of pages 97-98. To 
facilitate preparation of the consolidated financial statements, it will be necessary to prepare 
two working papers, namely, working paper elimination and working paper for consolidated 
balance sheet. 


* For greater details of how this would be done, refer to Chapter 4 on foreign currency translations. 
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Exhibit 5.3 Mohan Corporation and Subsidiary (Working Paper Elimination) 
March 31, 1993 


Equity Share Capital — Sohan 

400,000 

Share Premium — Sohan 

235,000 

Retained Earnings — Sohan 

334,000 

Inventories — Sohan 

*26,000 

Plant — Sohan 

*’190,000 

Leasehold — Sohan 

30,000 

Goodwill 

'38,000 

Investment in Sohan’s Equity 



Mohan 1,192,250 

Minority Interest In net assets of subsidiary ^60,750 

(To eliminate Intercompany Investment and equity accounts of the subsidiary on date of business 
combination; to allocate excess of cost over carrying amount of identifiable assets acquired, with 
remainder to goodwill and to establish minority interests.) 


Notes to working paper on eliminations 
* Current fair value Rs 526,000 - Rs 500,00 (book value) 

^ Current fair value Rs 1,290.000 - Rs 1,100,000 
For computation of goodwill see page 99 
^ For computation of minority interest see page 99 

Exhibit 5.4 Mohan Corporation and Subsidiary — Working Paper for Consolidated 
Balance Sheet March 31, 1993 


Elimination/ 


Items 

Mohan 

Corporation 

Sohan 

Corporation 

Increase/ 

Decrease 

Consolidation 


Rs 

Rs 

Rs 

Rs 

Assets 

Cash 

75,000 

100,000 

— 

175,000 

Inventories 

800,000 

500,000 

+ 26,000 

1,326,000 

Other current assets 

550,000 

215,000 

— 

765,000 

Investment in equity (Sohan Corporation) 1,192,250 

— 

(1,192,250) 

— 

Plant 

3,500,000 

1,100,000 

+ 190,000 

4,790,000 

Leasehold 

— 

— 

+ 30,000 

30,000 

Goodwill 

100,000 

— 

+ 38,000 

138,000 

Total assets 

6,217,250 

1,915,000 

(908,260) 

7,224,000 

Liabilities and Shareholders Equity 

Income taxes payable 

100,000 

76,000 

— 

176,000 

Other Liabilities 

2,450,000 

870,000 

— 

3,320,000 

Minority interest in 

net assets of subsidiary 

Equity capital—Mohan 

1,057,000 

- 

+ 60,750 

60,750 

1,057,000 

Equity capital—Sohan 

— 

400,000 

(400,000) 

— 

Share premium 

1,560,250 

235,000 

(235,000) 

1,560,000 

Retained earnings 

1,060,000 

334,000 

(334,000) 

1,050,000 

Total liabilities 

6,217.250 

1,915,000 

-(908,250) 

7,224,000 


Denotes increase, figures in brackets derK>te decrease. 
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Exhibit 5.5 Consolidated Balance Sheet as on March 31, 1993 


Assets 

Rs 

Cash* 

175,000 

Inventories 

1,326,000 

Other current assets 

765,000 

Total current assets 

2,266,000 

Plant 

4,790,000 

Intangible assets—Goodwill 

138,000 

Leasehold 

30,000 

Total assets 

7,224,000 

Liabilities and Shareholders' Equity 

Rs 

Income tax payable 

176,000 

Others 

3,320,000 

Minority interest 

Shareholders’ equity 

60,750 

105,700 equity shares of Rs 10 each at par 

1,057,000 

Share premium 

1,560.250 

Retained earnings 

1,050.000 

Total liabilities 

7,224,000 

’Balance brought fonward of Mohan Corporation 

Rs 200,000 

Less: Out-of-pocket costs of combination 

(125,000) 


Rs 75,000 

Add. Balance in Sohan Corporation 

100,000 

Balance shown in consolidated B/S 

Rs 175,000 


CONSOLIDATION REQUIREMENTS: THE WORLD SCENARIO 

This section examines the consolidation requirements and practices prevalent in important countries. 

The United States 

As has been stated earlier, the USA was among the first nations to adopt consolidated financial 
statements. One of the earliest pronouncements to this effect was the Accounting Research Bulletin 
(ARB) 51 issued in August 1959.*^ It states the purpose of consolidated statements and lays down 
the circumstances under which consolidated statements are essential. Accordingly, such statements 
are aimed at fulfilling the informational needs of both creditors and shareholders, on the presumption 
that such statements would be more meaningful than separate financial statements. 

Consolidation criteria. Control over the financial and operating policies of the subsidiary is 
generally the criterion for consolidation. Control is usually presumed to exist where there is ownership 
of a majority voting interest. The parent must, however, expect to exercise continuous control over 
the subsidiary and the consolidated financial statements must provide a valid picture of the unit. For 
instance, there may be situations where the minority interest in the subsidiary is so large in relation 
to the shareholdings of the parent, that the presentation of separate financial statements for the two 
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companies may prove to be more meaningful. ARB 51 permitted three exceptions to the general rule 
that majority owned subsidiaries should be consolidated. These were applicable to: 

1. parent and subsidiary engaged in a different line of business; 

2. relatively large minority interests (seldom used in practice); and 

3. other restrictive policies. 

The flexibility permitted by ARB 51 resulted in a great deal of diversity in the consolidation 
practices of US corporations as is reflected in an analysis of the financial statements of 600 companies 
conducted by the AICPA in 1981.^* The important findings were; 

1. A total of 422 companies (over 70 per cent) consolidated all significant subsidiaries, but 170 
companies (28.3 per cent) excluded some significant subsidiaries from the financial statements. The 
remaining eight companies did not issue consolidated financial statements. 

2. An important finding of the survey was that the principal types of subsidiaries excluded from 
consolidation were foreign finance related subsidiaries and real estate subsidiaries. Such wide variations 
in consolidation policy had the effect of reducing the comparability of financial statements. Besides 
the exclusion of majority-owned subsidiaries from consolidation led to a great deal of ‘off-balance 
sheet’ financing. Manufacturing and merchandising enterprises made use of the nonhomogeneity 
exception to their advantage to exclude finance, insurance, real estate, leasing and other 
nonhomogeneous subsidiaries. The heterogeneity argument is difficult to justify when one 
considers the wide variety of production, marketing and service enterprises that are consolidated in 
a conglomerate. There is little justification for the line of business exception in the present 
scenario. 

The FASB rectified this shortcoming by issuing SFAS 94, “Consolidation of All Majority- 
Owned Subsidiaries” in 1988, which seeks to effect important amendments to ARB 51, APB Opinion 
18 and ARB 43, Chapter 12, “Foreign Operations and Foreign Exchange”. The three exceptions 
permitted earlier, namely the exceptions for nonhomogeneous operations, for relatively large minority 
interests and the exception for other restrictive policies have been eliminated. Similarly, ARB 43, 
Chapter 12 which permitted for exception of a majority-owned foreign subsidiary from consolidation 
has been amended to remove the distinction between domestic and foreign subsidiaries. 

Thus according to the amended provisions all majority-owned subsidiaries in which a parent has 
a controlling financial interest through direct or indirect ownership of a majority voting power 
shall be consolidated except where the control is likely to be temporary or where it does not rest with 
the majority owner e.g. in bankruptcy. The statement became effective for fiscal years ending after 
December 1988 and is expected to be a major step in resolving the growing problem of ‘off-balance 
sheet’ financing. Justifying the decision to restrict the exception to the barest minimum the statement 
states, “Consolidated financial statements that exclude some majority-owned subsidiaries provide an 
incomplete picture of an enterprise. If they are to see the complete picture, investors, creditors and 
other users must themselves attempt to consolidate the excluded subsidiaries. Even then a ‘do-it- 
yourself consolidation can only be a rough approximation of one done by the enterprise itself 
because the consolidation procedure requires detailed information about current amounts and past 
transactions that is seldom provided by general purpose financial reporting.” 

The debate on the issue of consolidating financial statements, however, carries on, as is reflected 
in the discussion memorandum (DM) issued by the FASB in September 1991 on ‘Consolidation 
Policy and Procedures’. The issue focused in this memo is—when is consolidation appropriate? The 
basic question posed is whether control alone justifies consolidation, with ownership an indicator of 
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control or are control and ownership two separate and necessary conditions? Pacter and Rosman^^ 
have aptly summed up the major issues into two groups. 

1. Whether to consolidate or not-control versus ownership as the basis for consolidation, how 
to define control and what level of ownership 

2. How to consolidate — measurement of the subsidiary’s assets, liabilities and goodwill, step 
acquisitions, increases or decreases in the parent’s proportionate interest in the subsidiary and 
elimination of inter-company transactions. 

The United Kingdom 

The rules and regulations with regard to consolidation in Britain arc contained in the Companies Act 
and Accounting Standards to the effect. The earlier provisions were contained in the Companies Act 
of 1948 and later of 1985. However, drastic changes were effected in the t ompanies Act of 1989. 
This Act was precipitated by the need to bring into UK legislation by January 1, 1990, two European 
Community law directives. These are the Seventh Directive on consolidated accounts and the Eighth 
Directive on the regulation of auditors. 

The major changes brought about by the 1989 Act need to be examined, lliese include provisions 
relating to: 

1. Identification of a parent undertaking and its subsidiary 

2. Requirements to consolidate group accounts 

3. Exemptions from preparing consolidated accounts 

4. Exclusion of a subsidiary undertaking from consolidation 

5. Method of preparation of group accounts 

6. Disclosures relating to groups 

1. Identification of a parent undertaking and its subsidiary. The 1989 amendments to the 
Companies Act change the circumstances in which an undertaking is to be treated as a parent 
undertaking, in relation to another undertaking that is its subsidiary. Under the earlier provisions, a 
company was deemed to be a subsidiary of another if that other either (a) controlled the composition 
of its board of directors, held more than half of the nominal value of its equity share capital or 
(b) the first mentioned company was a subsidiary of any company which is that other’s subsidiary. 
The 1989 Act introduces new conditions for treating an undertaking as a subsidiary. Section 258(4) 
states: “An undertaking is also a parent undertaking in relation to another undertaking, a subsidiary 
undertaking, if it has a ‘participating interest’ in the undertaking and it actually exercises a dominant 
influence over it, or it and its subsidiary undertaking are managed on a unified basis.’’ 

These new expressions, participating interest, dominant influence, actually exercises and managed 
on a unified basis, introduced in the Act need to be elaborated. 

Participating interest is defined in the Act under Section 260 essentially as an interest held by 
an undertaking in the shares of another undertaking which it holds on a long-term basis* for the purpose 
of securing a contribution to its activities by the exercise of control or influence arising from or 
related to that interest. Unless the contrary is shown, a holding of 20 per cent or more of the shares 

* An interest is considered as held on a long-term basis where it is held other than exclusively with a view to 
subsequent sale. 
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of an undertaking is presumed to be a participating interest. Interest in shares includes an interest which 
is convertible into an interest in shares as well as an option to acquire shares or any such interest. 

Dominant influence is effective control with or without the legal rights. In this context, 
Section 258(2) states that an undertaking is a parent undertaking in relation to another undertaking, 
a subsidiary undertaking, if it has the right to exercise a dominant influence over the undertaking 
either by virtue of provisions contained in the undertaking's memorandum of association or by virtue 
of a control contract. 

Actually exercises would infer that major decisions are taken in accordance with the expressed 
or perceived wishes of the dominant party. 

Managed on a unified basis implies that two or more undertakings are managed on a unified 
basis if the entire operations of the undertakings are integrated and they are managed as a single unit. 

2. Requirement to consolidate group accounts. The Companies Act of 1985 required the preparation 
of group accounts though not necessarily consolidated accounts in cases where a company had 
subsidiaries. Other forms of group accounts were permitted in situations where the directors were of 
the opinion that such forms would provide better presentation or convey more information. Group 
accounts could take various forms such as: 

(a) more than one set of consolidated accounts dealing respectively with the company and 
different groups of subsidiaries; 

(b) separate accounts dealing with each of the subsidiaries; 

(c) statement expanding the information about the subsidiaries in the company's own 
accounts, or 

(d) any combination of the above. 

The Companies Act of 1989 disallowed presentation of group accounts in any other form and 
group accounts must now be only in the consolidated form. Thus under the new provisions, parent 
companies are, with certain exceptions required to consolidate all subsidiary undertakings. 

3. Exemptions from preparing consolidated accounts. Under the previous provisions no exemptions 
were granted on account of size of the company. This Act, however, exempts small and medium 
sized groups from the preparation of consolidated accounts, a feature unique to British law. 
The definition of small and medium sized groups is similar to the existing definition in 
connection with the filing of modified group accounts. The group is required to fulfil two out of the 
three limits based on turnover, balance sheet total (i.e. total assets) and number of employees. While 
computing the totals for turnover and balance sheet in the above criteria, the figure before (gross) 
or after (net) consolidation set-offs may be taken. The limits for the gross basis are roughly 20 per 
cent higher than those for the net basis. A positive feature of the Act is that the exemption is not 
available to groups containing a public company, bank, insurance company of financial services 
company. 

4. Exclusion of subsidiary undertakings from consolidation. Besides granting outright exemption 
from the preparation of consolidated accounts to certain groups, the Act lays down certain circumstances 
under which subsidiaries may be excluded from consolidation. The new rules are potentially more 
restrictive than the ones they replace. The earlier rules permitted the exclusion of a subsidiary’s 
accounts from consolidation where the directors were of the opinion that: (a) It is impractical or of 
no real value to members or would involve undue expense or delay; or (b) the result would be 
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misleading or harmful; or, (c) the business of the holding company and the subsidiary are so different 
that they cannot be treated as a single undertaking. 

The new provisions no longer look at expense or delay in relation to tlie value of the information 
to the members. Section 229 sets out the grounds on which a subsidiary need not be consolidated. 
These are discussed here. 

If its inclusion is not material for the purpose of giving a true and fail view; but two or more 
undertakings may be excluded, only if they are not material taken together 

Where severe long-term restrictions substantially hinder the exercise oi the rights of the parent 
company over the assets or management of that undertaking. The restrictions must indeed be severe. 
Exclusion of a subsidiary undertaking is not permitted merely because restrictions are threatened or 
another party has the power to impose them. For instance, difficulties in making remittances do not 
in themselves necessarily amount to severe long-term restrictions that justify nonconsolidation. 

The information necessary for the preparation of group accounts,—cannot be obtained without 
disproportionate expense or undue delay. It must be noted, however, that neither expense nor delay 
can justify exclusion from the consolidated accounts of the group a subsidiary undertaking that is 
material in the context of the group. Thus disproportionate expenses and ‘undue delay’ can only be 
relevant when considered in the context of a nonmaterial subsidiary. 

The interest of the parent company is held exclusively with a view to subsequent resale and 
the undertaking has not been included previously in consolidated group accounts prepared by the 
parent company. An interest in another undertaking is deemed to be held exclusively with a view to 
subsequent resale, if a purchaser has been identified and/or is being sought and the interest is 
reasonably expected to be disposed of within a year of the date of acquisition of that interest. 

Another important exclusion is contained in Section 229(4) where the activities of one or more 
subsidiary undertakings are so different from those of other undertakings to be included in the 
consolidation, that their inclusion would be incompatible with the obligation to give a true and fair 
view. Since consolidated information can be analysed further in notes, or on the face of primary 
statements, it is only in exceptional situations that the activities of a subsidiary undertaking would 
be so different that its inclusion in consolidation would be incompatible with the obligation to give 
a true and fair view. The exception would not apply merely because some of the undertakings are 
industrial, some commercial and others provide services, or carry on industrial or commercial activities 
involving different prqducts or provide different services. Thus, unless there are exceptionally 
inconclusive grounds for believing that the inclusion of a subsidiary undertaking in the consolidated 
accounts is incompatible with showing a true and fair view of the group, all subsidiary undertakings 
regardless of their activities, should be consolidated with the group. 

5. Method of preparation of group accounts. The earlier Act did not contain detailed provisions 
on the preparation of consolidated accounts. It merely stated that consolidated accounts should be 
based on the accounts of the holding company and its consolidated subsidiaries with such adjustments 
as the directors of the holding company considered necessary. The Act of 1989 on the other hand, 
contains rules for the preparation of consolidated accounts. To a great extent these rules codify 
existing practice, but the following important changes have been introduced: 

(a) The first change relates to conditions which must be satisfied if merger accounting is to be 

used. 

(b) Schedule Four has been amended which will affect goodwill arising on the purchase of 
business as well as on consolidation. This will have the effect of preventing writing off of goodwill 
against revaluation reserve, which has been the practice in some companies. 
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(c) The act introduces the term ‘joint venture’ for the first time into the company law. 
Unincorporated joint ventures are permitted to be consolidated by the method of proportional 
consolidation. Incorporated joint ventures will, therefore, generally be equity accounted as associated 
undertakings. 

6. Disclosure requirements. The Act has introduced a number of new disclosure requirements and 
amended existing provisions. The most important new requirement relates to acquisitions, disposals 
and goodwill and has been introduced with the intention of giving a better indication of the effects 
of acquisitions and disposals. In relation to acquisitions, a table of book values and fair values of 
assets and liabilities and the goodwill arising thereon must be disclosed. 

The accounting standard. The Accounting Standards Board issued Financial Reporting 
Standard, No. 2: Accounting for Subsidiary Undertakings (FRS) in July 1992^^ which sets out the 
conditions when and the manner in which consolidated financial statements are to be prepared. The 
FRS supersedes SSAP 14 — Group Accounts and the Board’s ‘Interim Statement: Con.solidated 
Accounts’ (with the exception of certain paras). The FRS requires the circumstances in which subsidiary 
undertakings are to be excluded from consolidation to be interpreted strictly. It also requires additional 
disclosures regarding subsidiary undertakings excluded from consolidation and requires them to be 
accounted for in the following manner: 

(a) Subsidiary undertakings excluded from consolidation because of severe long-term restrictions 
are to be treated as fixed assets investments. They are to be included at their carrying amount when 
the restrictions came into force, subject to any write-down for permanent diminution value and no 
further accruals are to be made for profits or losses of those subsidiary undertakings, unless the parent 
undertaking still exercises significant influence. In the latter case, they are to be treated as associated 
undertakings. 

(b) Subsidiary undertakings excluded from consolidation because they are held exclusively for 
resale and have not previously been consolidated are to be included as current assets at the lower of 
cost and net realisable value. 

(c) Subsidiary undertakings excluded from consolidation because of their different activities 
are to be accounted for by the equity method as required by the Act. 

Minority interest in total should be reported separately in the consolidated balance sheet and 
profit and loss account. Similarly, any profits or losses arising from intra-group transactions should 
be eliminated. Generally, uniform policies should be used in preparing consolidated financial statements. 
In exceptional cases, however, different policies may be used, with disclosure. Again, where the 
financial year of a subsidiary differs from that of the parent, interim financial statements for that 
subsidiary undertaking prepared upto the parent undertaking’s accounting date should be used. If this 
is impracticable, earlier financial statements of the subsidiary may be used provided they are prepared 
for a financial year that ended not more than three months earlier. Changes in membership of the 
group during the period should also be disclosed. 

When a subsidiary undertaking is acquired, the FRS requires its identifiable assets and liabilities 
to be brought into the consolidation, at their fair values at the date that the undertaking becomes a 
subsidiary, even if the acquisition has been made in stages. When a group increases its interest in 
an undertaking that is already its subsidiary, the identifiable assets and liabilities of that subsidiary 
should be revalued to fair value and goodwill arising on the increase in interest should be calculated 
by reference to that fair value. 
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It will thus be seen that the new provisions introduced in Britain under the Act and the FRS 
arc more stringent and would improve the information provided by consolitlated accounts making 
them more effective for the users. 

Canada 

The rules and regulations governing consolidation in Canada are similar to those in the United States. 
Consolidation is ordinarily required when the parent company has control over the subsidiary. Under 
Canadian provisions control is deemed to exist when the parent owns over fifty per cent of the voting 
right shares of the subsidiary. The exceptions to this rule are where the control is temporary, the minority 
interest is significant, or in situations where presentation of consolidated statements would be 
misleading. 

According to the ARC of the CICA,^"* where one company has an investment of 20 per cent or 
more in the ordinary (equity) shares of another company it is deemed to be in i position to exercise a 
decisive influence over that concern. Investments between 20 to 50 per cent should be accounted for 
by the equity method, and for investments below 20 per cent of the voting shares the cost method 
should be used. 

Germany 

Consolidated financial statements are a legal requirement in Gennany. The German law relating to 
public companies, the Aktiengesetz (AktG) requires public companies to produce group accounts 
by consolidating domestic subsidiaries in which it has a major interest i.e. more than 50 per cent, 
unless it would have the effect of distorting the information value of the group accounts. 
Overseas subsidiaries and subsidiaries of minor importance are, however, excluded from group 
accounts. The Act further requires that the consolidated financial statements accompanied by a 
consolidated report of the board of management must be produced within five months of the closing 
of the year. It is interesting to note that although the statutory requirement provides an option with 
regard to the inclusion of foreign subsidiaries, in actual practice, quite a few German companies are 
exceeding their legal obligations. Where some are including foreign subsidiaries in the consolidated 
accounts, others go a step further and prepare a separate‘world consolidation’ in addition to ‘domestic 
consolidation’. 

The Netherlands 

Although mandatory status has been accorded to consolidated financial statements only recently, i.e. 
since 1983, they have been the norm in the Netherlands for a long time. This fact is also revealed 
by the NIvRA survey in 1981.^^ Of the 120 listed companies included in the survey, 88 per cent or 
106 companies published consolidated balance sheets, notes to consolidated balance sheets and 
consolidated profit and loss accounts. In two cases, however, notes were not published. 12 companies 
had no subsidiaries and in two cases there were subsidiaries but no consolidated balance sheet. 

Article 379(6) of the Civil Code contains the provisions regarding consolidation. It provides for 
the inclusion of the financial data relating to the subsidiaries in the group annual accounts drawn up 
in accordance with the consolidation method. The Civil Code also defines important terms such as 
subsidiaries, group companies and participating interests. Interestingly, the term subsidiary has been 
defined in a broad way to include both corporate bodies and partnerships. A corporate body is a 
subsidiary when more than half of its share capital is provided or caused to be provided by another 
corporate body either singly or jointly with another subsidiary or group company. Limited partnerships 
or general partnerships are subsidiaries where the parent is a fully liable partner. Further, a subsidiary 
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of a subsidiary is also deemed to be a subsidiary for this purpose. A group of companies includes 
a body corporate or a partnership associated in a group with a parent company. Similarly, with regard 
to the meaning of the term participating interest, the Civil Code provides that where a body corporate 
or its subsidiary provides at least 20 per cent of the issued capital of another body corporate with 
the object of creating a permanent link for its activities, it is deemed to have a participating interest. 
While equity accounting is more common in the Netherlands, some Dutch companies use the 
proportional method of consolidation.^^ 

Goodwill on consolidation must be identified separately and either written off immediately to 
reserves or amortized through the profit and loss account. Negative goodwill must be transferred to 
a revaluation reserve. In actual practice, however, many Dutch companies do not capitalise intangibles 
at all, writing off goodwill on consolidation against reserves. Since consolidation is already a well 
established practice in the Netherlands, implementation of the EEC’s Seventh Directive is unlikely 
to have much impact. 

France 

Consolidated financial statements were a rare phenomenon in France till the 1960s and they appeared 
only in the latter half of the decade. An important factor responsible for the increase in consolidated 
accounts was the directive issued by the COB (the French equivalent of the SEC) requiring all 
companies making a public issue of shares after July 1, 1971 to include consolidated financial 
statements in their prospectuses. Since 1985, consolidated financial statements are a legal requirement 
for all listed companies. The proportional consolidation method is used for joint ventures. The law 
and practice of consolidation will be improved by the implementation of the Seventh Directive since 
most companies will be required to prepare consolidated accounts (as against the earlier provision 
which applied only to listed companies) which would be audited. 

Japan 

Japanese corporations have taken to presentation of consolidated financial statements only recently. 
The introduction of consolidated reporting in Japan did not occur until 1976. It is traceable to the 
entry of Japanese corporations into foreign capital markets which began in the 1960s, to the bankruptcy 
of Sanyo Special Steel Company in 1965, and to the entry of foreign corporations into the Japanese 
capital markets.^^ Traditionally, corporations in Japan depended only on Japanese banks for their 
financing. In 1961, however, Sony Limited made an abrupt departure from this custom by venturing into 
the international capital market to raise funds. It issued American Depository Receipts on the New York 
Stock Exchange. The success of this pioneering effort by Sony Ltd. encouraged many other large 
corporations such as Honda, Mitsubishi and Matsushita to offer securities in foreign markets. 
Consequently, it dawned on these corporations that Japanese accounting practices were unacceptable 
overseas as most of the foreign stock exchanges required presentation of consolidated financial statements. 

By 1973, the number of corporations voluntarily producing consolidated financial statements 
to meet the requirements of foreign stock exchanges exceeded 60. Another significant development 
by the end of 1973 was the change in the perception of the Japanese regulatory authorities, that 
'parent only’ financial statements were superior to consolidated statements. This was reflected in the 
announcement in May 1973 by the Ministry of Finance and the Tokyo Stock Exchange that the 
exchange would accept applications for listing by foreign companies only if the applicants disclosed 
their financial position and result of operations in the form of ‘parent only’ financial statements. This 
stand was modified by the end of 1973 and six foreign companies were listed on the Tokyo Stock 
Exchange. 
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A further impetus for consolidation was probably also provided by the publicity surrounding 
the fraudulent bankruptcy of the Sanyo Special Steel Company in 1965. 

The company had created fictitious earnings over the previous six years of about 7 billion Yen 
and paid dividends of 10 to 12 per cent annually out of the overstated profits. 1 hese inflated earnings 
had been achieved largely through fabricated intercompany sales to subsidiaries and related companies 
not subject to the Securities Exchange Law. As a result of the public outcry, the Japanese authorities 
sought to remedy the situation. Accordingly, in October 1976, the Ministr> of Finance released 
Ordinance 30 which provided that all corporations subject to the Securities Lau prepare consolidated 
financial statements for periods commencing on or after April 1, 1977. T hese statements were 
required to be prepared in accordance with Ordinance 28, which provides for the . oncurrent introduction 
of consolidation and the equity method of accounting for investments in a m.inner almost identical 
with the US accounting standards. 

Consolidated financial statements in Japan are governed by regulations tramed by two bodies, 
namely the Ministry of Finance, which issues ordinances and related rules and the Business Accounting 
Deliberation Council (BADC), an advisory body of the Ministry of Finance, which prescribes specific 
procedures relating to the preparation of consolidated financial statements. Regarding the subsidiaries 
to be included in consolidation, barring two modifications the Japanese provision is very similar to 
that of the US. The first modification was intended to minimize the number of firms to be included 
in the consolidated statements. The subsidiaries excluded from consolidation include: 

1. subsidiaries whose total assets are less than 10 per cent of the total assets of the parent 
company and other consolidated subsidiaries; and 

2. subsidiaries whose total sales are less than 10 per cent of the total sales of the parent and 
other subsidiaries. Thus no consideration is given to income in meeting the materiality test. 

The second modification relates to the form in which the parent company may hold shares in 
the subsidiary. The rule provides that even though the voting shares of a subsidiary are owned personally 
by a director, an officer of the parent company, or some other related person, the voting power is 
considered to be held in substance by the parent if it has any responsibilities towards these parties. 
Thus, such shares are included with the shares held directly by the parent company to determine 
majority ownership. 

With regard to goodwill arising on consolidation, two methods of compulation are 
permitted: As excess of cost of acquiring a subsidiary over the value of the net assets acquired 
either at the date of acquisition or at the balance sheet date. The former being the Anglo-Saxon 
and the latter the German method. The group must amortize goodwill over its useful economic 
life. 

Companies that were publishing consolidated financial statements prepared according to the 
standards of some foreign country, prior to the issuance of the Ordinance in 1977 may be exempted 
from these requirements by the Ministry. Regarding investment in associated companies, a Japanese 
group could use either the equity or the cost method prior to 1983. Since 1983, however, use of the 
equity method alone is permitted. 

Despite the fact that consolidated financial statements are being prepared by Japanese corporations 
they are still accorded an inferior status. As Lowe observes, 

These statements have not yet become fully accepted by the Ministry of Finance, the Japanese 

business community and the Japanese accounting profession. ‘Parent company only’ statements 

with the investment in affiliated companies carried at cost are always considered to be the primary 

statements.^* 
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The two factors responsible for this could be the fact that the Japanese are aware of the 
shortcomings of consolidation accounting procedures which often require them to prepare financial 
reports for unnatural corporate groups. Also, the commercial codes in Japan are traditionally biased 
towards protection of creditors, not provision of information to investors. 

Australia 

The Companies Code in Australia requires parent companies to prepare consolidated financial 
statements. Group accounts have a wider meaning there. Under the provisions of the Act, the directors 
of the holding company are required to prepare group accounts which are defined to mean: 

1. A set of consolidated accounts for the group of companies of the holding company; 

2. two or more sets of consolidated accounts together covering that group; 

3. separate accounts for each corporation in that group; or 

4. a combination of one or more sets of consolidated accounts and one or more separate 
accounts covering that group. 

The practice of preparing consolidated financial statements is quite prevalent in Australia as is 
revealed by Colditz and Gibbin who write that a majority of the companies whose shares are listed 
on the Australian Stock Exchange have one or more subsidiaries and publish consolidated financial 

9Q 

statements.^ 

Denmark 

In order to implement the EC’s Seventh Directive, an amendment bill to the Annual Accounts Act 
and the several companies acts was passed in the Danish Parliament on May 16, 1990.*^^ Further on 
June 13, 1990 Notice 533 on lay-out of Annual Accounts and preparation of Consolidated Accounts 
was issued. The Act and Notice became effective from April 1, 1991. The important provisions are: 

1. no consolidation of horizontal groups is required, 

2. all obligatory and most optional consolidation indications in Article 1 of the Seventh Directive 
are included in the Act, 

3. the exemption provided for in Article 11 of the Seventh Directive concerning the parent 
companies themselves being subsidiaries of a greater group outside the Ef have not been implemented, 

4. the exceptions due to size in Article 6 have been partly made use of i.e. only for the so called 
‘small undertakings (groups)’ according to Article 11 of the Fourth Directive, 

5. proportional consolidation of holdings in joint ventures is permitted, regardless of the legal 
form of the joint venture, 

6. the equity method of evaluation is permitted for individual accounts with regard to holdings 
in subsidiaries, as well as associated undertakings. 

The Danish Commerce and Companies Agency issued Notice 533 in June 1990 on the Lay¬ 
out of Annual Accounts and is now working on a special guideline on consolidated accounts. 

European Community (EC) 

As part of its second level of integration, the EC is endeavouring to harmonize European national 
accounting rules. This is important because each nation in the EC has its own approach to accounting 
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and these span a wide accounting spectrum. For achieving this objective, the EC issues directives 
which when approved by the EC’s Council of Ministers becomes binding’ on the member nations. 
The Fourth, Fifth, Seventh and Eighth Directives relate to accounting and financial reporting matters. 
In the present context of consolidation, it is the Seventh Directive which is relevant. Though proposed 
in 1974, it turned out to be the most controversial of all the accounting direc lives and was not adopted 
by the EC until 1983. 

An economic philosophy of consolidation is reflected in the requuements contained in the 
Directive which are different from those in the United States. A two-fold approach to consolidation 
is adopted. The first is the legal approach, wherein consolidated accounts are required for a parent 
and companies in which the parent owns directly or indirectly, more than 50 per cent of the voting 
common shares. The second approach labelled as the economic approach requires consolidation in 
situations where the parent has, by contract, the power to name a majority of the board of directors 
of a company. Thus, consolidation may be required where there is de fact(> control, even when there 
is no de jure control, thereby covering the German situation where one undertaking has a right to 
exercise a dominant influence over another undertaking pursuant to a control contract. 

Article 5 is a concession to Luxembourg and grants an exemption to financial holding companies 
provided certain conditions are met. The controversial proposal of consolidation of EC holdings of 
non-EC-registered companies in the first draft of the Directive (1976) was modified by Article 11 by 
giving an exemption provided overall consolidation statements were audited and followed, or were 
equivalent to the Fourth Directive. The parent company’s figures may be omitted from consolidation 
provided its financial statements arc attached and it does not carry on any industrial or commercial 
activity, but holds shares in a subsidiary undertaking on the basis of a joint arrangement with one or 
more undertakings not included in the consolidation. The units to be consolidated are referred to in 
the directive as undertakings, which indicates that undertakings other than companies may be included 
in consolidated financial statements. The directive provides that consolidated financial statements arc 
to be prepared where either the parent undertaking or one or more subsidiary undertaking is a private 
or public company. 

As regards the consolidation technique to be followed, the directive favours acquisition accounting 
but merger accounting or pooling accounting is permitted under Article 20, if at least 90 per cent of 
the consideration is in stock. Goodwill is permitted to be amortized over a period exceeding five 
years, provided the period does not exceed the useful economic life of goodwill. An immediate and 
clear deduction from reserves is also allowed as an option. Negative goodwill that represents an 
expectation of future costs or unfavourable results may be credited to the profit and loss account 
when those expectations are fulfilled. Negative goodwill arising from some other reason such as a 
bargain purchase on the other hand, is allowed to be transferred to the profit and loss account when 
it has been realized. The equity method of accounting is prescribed for associated companies. In case 
of joint ventures the directive permits the proportional method of consolidation as an alternative. This 
option is for the benefit of member states such as France and the Netherlands. 

Since the publication requirements of the Seventh Directive are more stringent, the expected 
outcome is increased disclosure in most of the member states of the European Community. 

The International Accounting Standards Committee 

The first pronouncement with regard to consolidation was made by the lASC in 1976 in the form 
of IAS 3, 'Consolidated Financial Statements’. This standard has, however, been superseded by 
IAS 27, 'Consolidated Financial Statements and Accounting for Investments in Subsidiaries’, issued 
in April 1989.^* The provisions of the new standard are more restrictive. The important provisions are: 
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1. Inclusion of subsidiaries. A parent company issuing consolidated financial statements is required 
to include all subsidiaries, domestic and foreign, that are controlled by it. The standard provides for 
two situations in which a subsidiary should be excluded from consolidation. First, where control is 
intended to be temporary and is held exclusively with a view to subsequent disposal in the near 
future, and second, when it operates under severe long-term restrictions which significantly impair 
its ability to transfer funds to the parent. 

Such subsidiaries should be accounted for as if they are investments in accordance with 
IAS 25. 

2. Control. According to the standard, control is presumed to exist when the parent owns 
directly or indirectly more than one-half of the voting power of an enterprise, unless in 
exceptional circumstances, it can be clearly demonstrated that such ownership does not constitute 
control. 

The standard also lays down situations in which control is deemed to exist even when the 
parent owns one-half or less of the voting power of an enterprise. These situations arise where the 
parent has power over more than one-half of the voting rights by virtue of an agreement with other 
investors; has power to govern the financial and operating policies of the enterprise under a statute 
or an agreement; or power to appoint or remove the majority of members of the board of directors 
or equivalent governing body; or power to cast the majority of votes at meetings of the board of 
directors or equivalent governing body. 

3. Exemptions. The standard exempts from presentation of consolidated financial statements, a 
parent which is a wholly owned or virtually wholly owned subsidiary. However, in the latter case 
there is a proviso to the effect that the parent should obtain the consent of the owners of the minority 
interest for not consolidating. The parent is required to disclose the reasons why consolidated financial 
statements are not presented together with the bases on which the subsidiaries are accounted for 
in separate financial statements, and the name and registered office of its parent that publishes the 
consolidated financial statements. 

4. Procedure. The consolidation procedure prescribed by the standard is as follows: 

(a) Elimination of intra-group balances and intra-group transactions and the resulting unrealized 
profits. Similarly unrealized losses resulting from intra-group transactions have also to be eliminated 
unless the cost is irrecoverable. 

(b) If the financial statements used in the consolidation are drawn up to different reporting 
dates, (the difference should not exceed three months), adjustments should be made for the effects 
of significant transactions or other events that occur between those dates and the date of the parent’s 
financial statements. 

(c) The consolidated financial statements should be prepared using uniform accounting policies 
for like transactions and other events in similar circumstances. Where uniform accounting policies 
are not used for practicable reasons, that fact should be disclosed together with the proportions of 
the items in the consolidated financial statements to which the different accounting policies have 
been applied. 

(d) Minority interest should be presented separately from liabilities and parent shareholders’ 
equity in the consolidated balance sheet. Likewise, in the income of the group minority interest 
should also be presented separately. 
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Investments in subsidiaries in the parent’s separate financial statements should be accounted for 
using either the equity method or carried at cost or revalued amounts under the parent’s accounting 
policy for long-term investments. 

5. Disclosures. The disclosures required by the standard are fairly detailed. These include: 

(a) A listing of significant subsidiaries in consolidated financial .statements including the name, 
country of incorporation or residence, proportion of ownership interest, an^i if different, proportion 
of voting power held. 

(b) The consolidated financial statements must also disclose where applicable; (i) the reasons 
for not consolidating a subsidiary; (ii) the nature of the relationship between the piu-ent and a 
subsidiary of which the parent does not own, directly or indirectly througli subsidiaries, more than 
one-half of the voting power; (iii) the name of the enterprise in which the consolidating company 
owns, directly or indirectly through subsidiaries more than one-half of the \oting power, but which, 
because of the absence of control is not a subsidiary; (iv) the effect of the acquisition and disposal 
of subsidiaries, on the financial position at the reporting date, the results for the reporting period, and 
the corresponding amounts for the preceding period. 

(c) The parent’s separate financial statements must contain a description of the method used 
to account for the subsidiaries. 

India 

The concept of holding company was introduced into the Indian corporate scenario only after 1914, 
consequent to the statutory status accorded to private companies by the Indian Companies Act of 
1913. This resulted in the establishment of subsidiary companies. Large companies experienced that 
instead of starting new concerns, it was more worthwhile to create a number of private companies, 
in which they held either the whole of the share capital or atleast a controlling interest. This phenomenon 
helped them to expand without exposure. Statutory authorities soon look cognizance of this fact and 
the Indian Companies Amendment Act 1936 introduced new provisions requiring the disclosure of 
information with regard to subsidiary companies and the annexation of their accounts with the 
holding company’s accounts was made compulsory. These provisions were a modified version of the 
provisions in this regard in the English Companies Act 1929. The amended provisions, however, 
were not very effective in achieving substantial disclosure of information wiihjegard to the subsidiaries, 
on account of their own shortcomings. Some of these inadequacies are discussed here. 

1. The information was required to be disclosed in aggregate for all subsidiaries. This disclosure 
failed to communicate vital information to the users of these statements, as it was practically impossible 
to determine the interest of the parent (holding) company in each of the subsidiaries, or the amount 
due to or by the subsidiary. 

2. Since it was not necessary to disclose the profits or losses of individual subsidiaries or the 
amount or part thereof that had been dealt with in the holding company accounts, it was difficult for 
the users to identify the subsidiaries which were making'profits and the exact amount of profit for 
each of the subsidiary companies, to which the shareholders of the holding company were entitled 
and also the net amount received from each subsidiary. 

3. The provision failed to provide for any specific treatment of the profits and losses of the 
subsidiary by the parent. Consequently, diverse treatments were prevalent, some directors took credit 
for the same, others did not. 
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4. Exemption of investment companies from the purview of the provision was another lacuna 
of the Act. 

5. Lastly» subsidiary companies were not required to disclose any information in their published 
accounts which revealed their relationship or indebtedness to the holding company. 

On the recommendations of the Bhabha Committee, some of these shortcomings were removed 
in the Companies Act of 1956. Further improvements in the provisions were effected on the 
recommendations of the Shastri Committee by the Companies Amendment Act 1960. 

Disclosure by holding companies. The present position with regard to disclosure by holding 
companies are contained in Section 212 of the Companies Act (see Exhibit 5.6). These are: 

1. There shall be attached to the balance sheet of the holding company having a subsidiary or 
subsidiaries at the end of the financial year, to which the holding company’s balance sheet pertains, 
the following documents in respect of each subsidiary: 

(a) A copy of the balance sheet which shall be in accordance with the provisions of the Act 
and shall be made out as at the end of the financial year of the subsidiary where its financial year 
coincides with the financial year of the holding company; as at the end of the financial year of the 
subsidiary immediately preceding that of the holding company, where the financial years of the 
subsidiary and the holding company do not coincide. 

(b) A copy of the profit and loss account. 

(c) A copy of the report of directors. 

(d) A copy of the auditors’ report. 

The profit and loss account and the reports of the directors and the auditors shall be in accordance 
with the Act and for the financial year mentioned in clause (1). Again, where the financial year of 
the subsidiary does not coincide with that of the holding company the financial year of the subsidiary, 
however, shall not end more than six months before the day on which the holding company’s 
financial year ends. Where the duration of the financial year of the subsidiary is less than that of the 
holding company, two or more financial years of the subsidiary may be taken for the purpose, but 
such that the aggregate period is not less than that of the holding company’s financial year. 

2. The holding company is also required to attach a statement of its interest in each of the 
subsidiaries specifying, 

(a) the extent of such interest at the end of the financial year, or of the last of the financial years 
as the case may be, of the subsidiary. 

(b) the aggregate amount of net profits or losses of a subsidiary, for the financial year or years 
thereof, and of its previous financial years since its inception as a subsidiary, insofar as they concern 
the members of the holding company and are not dealt with in the accounts, and 

(c) the aggregate amount of net profits and losses of the subsidiary for the aforesaid period, 
insofar as they are dealt with in the holding company’s accounts (or provision is made for such 
losses). 

The profits and losses of the subsidiaries for the above purpose are only those which can be 
treated in the holding company’s accounts as revenue profits and losses, i.e. only post acquisition 
profits or losses. 
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Preacquisition profits or losses are included in exceptional situations where the company itself is 
a subsidiary of another corporate body and the shares were acquired from the said body or a subsidiary 
thereof. Where it is impracticable to apportion the profits of the subsidiary they may be taken as 
accruing from day to day. If the directors of the holding company cannot obtain the above information, 
a report to that effect should be annexed with the balance sheet of the holding company. 

3. Where the financial years of the holding company and the subsidiary do not coincide, a 
further statement shall be annexed to the balance sheet of the holding company specifying as required 
under Section 212(5): 

(a) the change, if any, in the holding company’s interest in the subsidiary between the end 
of the financial year of the subsidiary and that of the holding company; and 

(b) details of material changes, if any, occurring between the same period is respect of the 
subsidiary’s fixed assets, its investment, the money lent by it and the money borrowed by it, for 
purposes other than meeting the current liabilities. 

Penal provisions have been made in case companies fail to comply with the above-mentioned 
requirements. The Central Government may, however, on application by the directors, direct that the 
above provisions shall not apply, or shall apply in a modified form with regard to any subsidiary. 

Disclosures under Schedule VL Besides the above mentioned provisions Schedule VI of the 
Companies Act, 1956 specifically requires the disclosure of the following information about the 
subsidiary in the published accounts of the holding company: 

1. The following items must be shown separately in the balance sheet: 

(a) Secured loans and advances from subsidiary companies, stating the nature of the security 

given, 

(b) unsecured loans and advances from subsidiaries, 

(c) current liabilities due to subsidiary companies, 

(d) investment in the shares, debentures, bonds of subsidiary companies, showing separately 
shares fully paid up and partly paid up and also mentioning the different classes of shares, 

(e) trading debts due from a subsidiary company which is under the same management as 
the holding company. This is required to be given companywise, and 

(0 loans and advances to subsidiary companies. If a subsidiary is under the same management 
as the holding company, the amount of loans and advances outstanding together with the maximum 
amount due at any time during the year is also to be stated companywise. 

2. The following items must be shown separately in the profit and loss account: 

(a) Dividends received from subsidiary companies. Dividends declared by subsidiaries after 
the date of the balance sheet should not be included, unless they are in respect of the period which 
closed on or before the date of the balance sheet; 

(b) provision, if any, made for the losses of subsidiary companies, and 

(c) detailed information either in the profit and loss account itself or by way of a note, 
showing separately the following payments provided for or made during the year to the directors 
(including managing director) or manager, if any, by the subsidiaries: 
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— managerial remuneration under Section 198 of the Act, paid or payable during the 
financial year; 

— other allowances and commission (any reimbursements of expenses of an out-of-pocket 
nature will not be treated as allowances); 

— any other perquisites or benefits in cash or kind (stating approximate money value, 
wherever practicable); 

— pensions including gratuities, payments from provident funds in excess of own subscription 
and interest thereon, compensation for loss of office and consideration in connection 
with retirement from office. 

The explanatory notes clarify that remuneration includes perquisites and as regards detailed 
information, it would be deemed adequate compliance if one aggregate figure is shown under the first 
three items, and each subhead of the fourth item, whether material or ncn. 

Subsidiary company’s accounts. As regards the published accounts of subsidiary companies, the 
balance sheet of the company must state separately the number of shares held by the holding company, 
subsidiaries of the holding company, the ultimate holding company, and subsidiaries of the ultimate 
holding company. 

Appraisal of the Provisions. An indepth analysis of the provisions reveals that the holding company 
is required to disclose the net aggregate amount of the subsidiary’s profits, less the losses for the financial 
year of the holding company, which have or have not been dealt with in the accounts of the holding 
company. Thus, this section deals with only those profits of the subsidiary which can be treated as revenue 
profits in the holding company’s accounts. In other words, they are profits which have been earned on 
or after the date of acquisition of shares by the holding company. The treatment of dividends received 
on the shares by the holding company is, however, another matter. As per the provisions of Section 212(4) 
only dividend received out of postacquisition profits can be treated as income on account, but dividend 
received out of preacquisition profit is a capital receipt and must be credited to Investment Account of 
the shares. 

Since the directors of the subsidiary usually do not give detailed information regarding the 
period, proportion and profits utilized for payment of dividends, it gives the directors of the holding 
company a great deal of flexibility in the treatment of such dividends. They may make use of any 
one of the following four assumptions: 

1. The entire dividend paid by the subsidiary may be deemed to have been paid first out of past 
profits, and if that is inadequate, then current profits used for the purpose. 

2. As far as possible, dividends are deemed to have been paid out of current profits. 

3. The two profits i.e. pre- and post-acquisition, are deemed to have been utilized proportionately. 

4. Dividends are assumed to accrue from day-to-day and as far as possible have been declared 
out of profits earned similarly, from day-to-day throughout the year in respect of which the dividends 
are expressed to be payable. 

The information disclosed by the holding company regarding the profits of the subsidiary dealt 
with or not dealt with, will thus differ according to the assumption used by the holding company. 
This may be further explained by means of an illustration: 

Assume that H Ltd., whose accounting year ends on March 31 each year, acquires 6,000 equity 
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shares on August I, 1993 in S Ltd. The total share capital of S Ltd. comprises 10,000 equity shares 
of Rs 100 each and its accounting year ends on December 31 each year. The balance in the profit 
and loss account of S Ltd on December 31, 1993 was Rs 880,000 made up as follows: 

Balance on 1-1-93 Rs 280,000 
Profit for the year 600,000 

Total 880,000 

S Ltd. declared a dividend of 40 per cent for the year 1993, (ignore taxes). The treatment of the 
dividend received by the holding company H Ltd. would differ in the four assumptions discussed 
earlier. 


Table 5,1 Possible Treatment of Dividends Received by H Ltd. 

Share of holding company Out of revenue profits Amount credited 

Total 


Presumption Total 

Rs 

On capital 
account 
Rs 

On revenue 
account 

Rs 

Dealt 

with 

Rs 

Not dealt 
with 

Rs 

dividend 

received 

Rs 

Profit and 
loss account 

Rs 

Investment 

account 

Rs 

1. 528,000 

378,000 

150,000 

_ 

150,000 

240,000 

_ 

240,000 

2. 528,000 

378,000 

150,000 

150,000 

— 

240,000 

150,000 

90,000 

3. 528,000 

378,000 

150,000 

68,182 

81,818 

240,000 

68,182 

171,818 

4. 528,000 

378,000 

150,000 

100,000 

50,000 

240,000 

100,000 

140,000 


Explanation to Table 5,L Under the first presumption, the holding company’s share of the balance 
of the profit and loss account of S Ltd. will be Rs 528,000 i.e. 3/5 of Rs 880,000, the total. Of this 
amount, Rs 378,000 will be on account of capital, 3/5 of Rs 280,000 — Balance of profits on January 
I, 1993, plus 3/5 of (600,000 x 7/12). The remaining Rs 150,000 will be on account of revenue. 
This amount will not be dealt with in the account of the holding company as under the first assumption 
the dividends are deemed to have been paid first out of profits earned earlier, and then out of 
current profits. S company declares a dividend of Rs 400,000 on its total capital. Of this dividend, 
the share of H Company is Rs 240,(X)0. Since it is presumed that the dividends are paid out of profits 
earned prior to August 1, 1993, the dividend received by H Company would be credited to 
investment account. 

Under the second assumption, as far as possible, dividends are deemed to be paid out of 
recently earned profits. Hence, of the Rs 240,000 received as dividends by H, the holding company, 
Rs 150,000 (3/5 of Rs 250,0(X), the post-acquisition profits) would be credited to the profit and loss 
account and the balance Rs 90,000 to investment account. 

According to the third assumption, the two profits i.e. pre- and post-acquisition, are deemed to 
have been utilized proportionately for payment of dividends. Hence, the amount of dividends received 
credited to profit and loss account by H Company will be Rs 240,(XX) x 25/88, because the proportion 
in which the profits are utilized by S Ltd. works to 63:25. 

In the last assumption, dividends are assumed to accrue from day-to-day and so far as possible, 
have been declared out of profits earned day-to-day throughout the year. Hence, of the dividends 
received by H Company, 5/12 will be credited to profit and loss account, and the balance 7/12 to 
investment account. Similarly, Rs 1(K),(X)0 of the revenue profits will be shown as having been dealt 
with in the accounts and the balance Rs 50,000 as not having been dealt with. 
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From the foregoing illustration, it is clear that the four assumptions offer great flexibility to 
the directors of the holding company to determine what part of the profits or losses of the 
subsidiary needs to be dealt with or otherwise in their profit and loss account. Thus, till the entire 
pre-acquisition profits of the subsidiary are exhausted, the directors of the holding company can 
adjust their profit and loss account even though it may not be fair to the shareholders of the holding 
company who will be deprived of the current benefits of their capital invested in the shares of the 
subsidiary company. 

Proposed amendments. As stated earlier, the Companies Act at present does not require consolidation 
of financial statements by the holding companies, irrespective of whether the subsidiary is domestic 
or foreign. Consequently, companies in India do not prepare consolidated statements, one of the few 
exceptions being Shaw Wallace (see Exhibits 5.7 and 5.8 for specimen consolidated accounts of the 


Exhibit 5.7 The Annual Report of Shaw Wallace Group, 1991-92 (An Extract) 

Consoiidated Baiance Sheet aa at Slat March, 1992 




As at 


As at 



31st March 


31st March 



1992 


1991 



Rs ’000 


Rs ’000 

Sources of Funds 





Shareholders’ funds 





Capital (net) 


23,51,85 


11,83,07 

Reserves and surplus 


99,58,91 


1,06,69,22 



1,23,10,76 


1,18,52,29 

Loan funds 





Secured loans 

57,34,59 


49.49,30 


Unsecured loans 

23,90,31 

81,24,90 

29,70.78 

79,20,08 



2,04,35,66 


1,97,72,37 

Minority interests in subsidiaries 


26,54,66 


25,76,79 



2,30,90,32 


2,23,49,16 

Application of funds 





Fixed assets 


1,02,73,84 


1,06,68,32 

Investments—at cost less 





amounts written off 





Shares in companies 

12,12,47 


13,78,40 


Debentures 

23,90 

12,36,37 

1,51 

13,79,91 

Subsidiaries not consolidated 





Shares at cost 


74,72 


11,82 

Current etssets, loans and 





Advances 





Inventories 

69,19,55 


60,37,96 


Debtors and pre-payments 

1,76,46,94 


1,58,93,76 


Government securities 

6,61 


6,50 


Cash and bank balances 

16,14,50 


17,08,26 


Miscellaneous expenditure 





(not written off) 

4,26 


6,90 



2,61,91,86 


2,36,53,38 
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Exhibit 5.7 The Annual Report of Shaw Wallace Group, 1991-92 (An Extract) (Cont.) 

Consolidated Balance Sheet as at 31st March, 1992 




As at 


As at 



31st March 


31st March 



1992 


1991 



Rs ’000 


Rs ’000 

Lessr. 





Current liabilities and provisions 





Current liabilities 

1,25,75,15 


1,15,83,05 


Provisions 





Taxation less advance payments 

15,61,90 


12,57,24 


Deferred taxation 

24,57 


13,98 


Proposed dividends 

5,24,85 


5,10,00 



1,46,86,47 


1,33,64,27 


Net current assets 


1,15,05,39 


1,02,89,11 



2,30,90,32 


2,23,49,16 


Source: Annual Report of Shaw Wallace Group. Calcutta, 1992, p. 12. 


Exhibit 5.8 The Annual Report of Shaw Wallace Group, 1991-92 (An Extract) 
Consolidated Profit and Loss Account for the Year Ended 31st March, 1992 




Year ended 


Year ended 



31st March 


31st March 



1992 


1991 



Rs ’000 


Rs ’000 

Group profit before taxation 
and extraordinary items 


33,12,33 


34,02,08 

After crediting 





Dividends from investments 

2,30,07 


2,48,14 


Interest received 

3,36,06 


3,98,31 


Profit on sale of assets 

And after charging 

Directors’ remuneration 

3,93 


12,10 


28,83 


25,96 


Interest on loans 

18,48,54 


16,57,17 


Depreciation (net) 

9,18,83 


7,67,16 


Taxation 


17,35,45 


15,28,50 

Group profit after taxation 

Less: Provision for contingency 

38,00 

15,76,88 

45,00 

18,74,30 

Loss/(profit)on sale of investments 4,49 


2,21,92 


Goodwill written off 

51,56 

94,05 


2,66,92 

Add Adjustments for earlier years’ taxation 

(4,42) 


(2,00) 

Prior period adjustments 


(2,57) 




14,89,82 


16,09,38 
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Exhibit 5.8 The Annual Report of Shaw Wallace Group, 1991-92 (An Extract) (Cont.) 

Consolidated Profit and Loss Account for the Year Ended 31st March 1992 



Year ended 


Year ended 


31st March 


31st March 


1992 


1991 


Rs ’000 


Rs ’000 

Less. Profit attributable to minority 




interest 2,82,51 

Profit and transfers to reserves 


2,74 59 


attributable to group carried 
fonvard in the accounts of 




subsidiaries 2,88,17 

5,70,68 

3,45 33 

6,19,92 

Balance attributable to Parent Company 

9,19,14 


9,89,46 

Balance brought forward 

14 


13 

Available for appropriation by the 




Parent Company 

9,19,28 


9,89,59 

Appropriations 

Transfer to reserves 

Dividend proposed by Parent Company for 

3,94,25 


4,79,45 

the year ended 31st March, 1992 subject to 
deduction of income-tax on ordinary shares 

Rs. 2.20 per share 

5,24,85 


5,10,00 

Balance carried over 

18 


14 


9,19,28 


9,89,59 


Source: Annual Report of Shaw Wallace Group, Calcutta, 1992, p. 13. 

Shaw Wallace Group. However, in the light of the recent policy of economic liberalization adopted 
by the Government encouraging a two-way flow of capital, drastic changes have been proposed in 
the Companies Bill 1993, which are expected to bring about greater transparency in the annual 
reports. The important amendments proposed with regard to subsidiaries are: 

l.In clause 334 corresponding to Section 212 of the Act, a new proviso is proposed to be 
inserted under sub-clause (1) providing that where a company holds 25 per cent or more shares of 
another company, which is not its subsidiary, particulars or documents as may be prescribed in 
respect of such other company must be attached with the balance sheet of the investing company. 

2. Another significant change is that the Government has finally conceded the demand of the 
industry and allowed Indian companies to consolidate their accounts. The Department of Company 
Affairs (DCA) is now making necessary amendments to the Companies Bill Act and this will be 
moved as on official amendment to the Companies Act 1993 which, in all probability, will be passed 
in near future. Once this is done, Indian companies would be able to consolidate their accounts, not 
only in their subsidiaries with 51 per cent holding, but even the accounts with the promoter company 
holding 25 per cent of its equity or above could be consolidated in the parent company’s balance 
sheet. The decision to introduce consolidated accounts in India was expedited after the DCA started 
receiving requests to this effect from various quarters including the American Business Council. It 
may thus be expected that in the near future companies in India would also be required to consolidate 
their accounts. 
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SUMMARY 

Consolidated financial statements provide a wide-ranging glimpse of the total economic entity without 
requiring the users to piece together the separate financial statements of the different entities which 
form the group. The USA was the first to have adopted consolidation and a few American companies 
published consolidated financial statements before the turn of the twentieth century. It reached Britain 
in the early 1920s, and Europe even later. It is now a legal requirement in most developed countries. 
No universal agreement, however, seems to have been reached on the utility of consolidated statements, 
as is evident from the fact that a large number of countries still do not statutorily require the 
publication of such statements. 

A great deal of diversity also exists regarding the relevant concepts and techniques of 
consolidation adopted the world over. Efforts at harmonization have been made by the lASC 
and the EC. International standards are not very effective as they lack enforceability. The Indian 
Companies Act at present does not require consolidation of accounts, Companies in India, therefore, 
do not prepare consolidated accounts, Shaw Wallace which publish accounts of the Group being 
one of the few exceptions. In the light of the recent policy of economic liberalization 
adopted by the Government, the Department of Company Affairs is now working on necessary 
amendments to the Companies Bill 1993 and this will be moved as an official amendment to the Bill 
which in all probability will be passed in near future. It may thus be expected that in the near future 
companies in India would also be required to prepare consolidated accounts. 


REVIEW QUESTIONS 

1. (a) Define consolidation and examine its scope. 

(b) Parker refers to three concepts of group distinguished on the basis of the users. Discuss these 
concepts. 

2. “The utility of consolidated statements has been questioned time and again.” Comment. 

3. What do you understand by the term ‘minority interest’ in the context of consolidation? With 
the help of an example explain how it is computed. 

4. With the help of illustrations explain the different techniques of consolidation. 

5. Explain the term ‘consolidation difference’ and examine its treatment under the different techniques 
of consolidation. 

6. Discuss the mechanics of consolidation, also explain the logic for doing so. 

7. “SFAS-94 has rectified an important shortcoming of the earlier provision with regard to 
consolidation in USA.” Discuss. Also examine the main issues in the Discussion Memorandum 
issued in 1991. 

8 . Trace the development of consolidation accounting in Japan and examine the important provisions 
with regard to the same. 

9. Drastic changes were effected in the provisions with regard to consolidation accounts in U.K. 
by the Act of 1989, examine the important changes brought about and also throw some light on 
the factors that precipitated these changes. 

10. Discuss the important provisions of the International Accounting Standard dealing with 
consolidation. 
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11. Examine the reporting and disclosure requirements for holding companies in India. Do you 
expect any change in this regard in the future considering the changed economic scenario in 
India? 

12. Compare and contr^t the provisions with regard to consolidation 

(a) in Canada and Australia 

(b) in Germany and Netherlands 
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Chapter 6 


Accounting for Changing Prices 


INTRODUCTION 

Inflation is an economic malaise which has plagued not only the less developed economies but has 
engulfed many nations of the industrialized world as well. The changing value of the monetary 
currency as a result of inflation has necessitated a re-examination of the stable measuring unit 
assumption in accounting. There is widespread agreement that historical cost accounts are unsatisfactory, 
particularly when price changes are significant. Since the late 1%0’s the accounting profession has 
been grappling with this problem, but no consensus has as yet been reached on a universally accepted 
formula regarding the adjustments necessary for price changes so that the financial statements reflect 
a true and fair picture. This chapter focuses on the deficiencies in conventional accounting statements 
during a period of changing prices (price level changes the world over have been generally inflationary), 
an analysis of the suggested adjustment methods, and the more important issue of accounting for 
foreign inflation. 

NATURE OF PRICE CHANGES 

Prior to an analysis of the need for accounting for price level changes, it would be appropriate to 
understand the nature of price changes. 

Prices reflect the monetary expression of the exchange value of goods and services in an 
economy. Price changes, on the other hand, occur when the prices of goods or services are different 
from those which had been prevailing previously in the same market. The term purchasing power 
denotes the ability to buy goods and services with a given amount of money, say a rupee, compared 
with what the same amount could have purchased at an earlier date. These changes in the value of 
the monetary unit are known as inflation or deflation. Since price level changes the world over have 
tended to be inflationary, this discussion shall be restricted to inflation. 

Webster’s dictionary defines inflation as, an increase in the volume of money and credit 
relative to available goods recently in a substantial and continuing rise in the general price level.‘ The 
APB Statement 3 defines inflation as, a decline in the general purchasing power of money as the 
general level of prices of goods and services rises.^ Thus inflation refers to a general increase in 
prices, the measure of which can be approximated by reference to a broadly based price index. 
Computing of an average or index of prices to express the general level of current prices compared 
with some base period is necessitated on account of the fact that prices usually move at different 
rates. In other words, it is not necessary that the prices of all goods and services will increase, or 
increase at the same rate. Price changes may be put into the following three categories, which are 
interdependent and not mutually exclusive: 
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1. General price changes. This has already been referred to and reflects an increase or decrease in 
the value of the monetary unit, measured by means of a price index. For example, assume that the 
price index for consumer goods and services was 200 at the beginning of the year 1993 and at the 
end of the year it stood at 240. There is a 20 per cent change in the prices—40/200 multiplied 
by 100. This is called the general price change, and the rate is 20 per cent. 

2. Specific price changes. Specific price changes on the other hand, reflect changes in the prices 
of a specific commodity or service. For example, if the price of commodity X was Rs 150 at the 
beginning of the year and it is Rs 200 at the end of the same year, the specific price change is 
Rs 50. In percentage terms, it works out to 50/150 = 33.33 per cent. Specific price changes may occur 
on account of changes in the tastes of consumers, technological improvements, artificial or natural 
changes in the supply of the particular product or even as a consequence of changes in the value of 
money. 

3. Relative price changes. This type of price change reflects the change in the price of one 
commodity relative to the price of all goods and services. Changes in the price of specific goods 
reflect both general and relative price changes. In the foregoing example, the relative price increa.se 
would be approximately 11.1 per cent. As all the prices increased by 20 per cent and the price of 
the specific commodity changes by 33.33 per cent, the relative price change would be equal to 
133.33/120 X 100- 1 = 11.01 per cent. 

In conventional accounting with the use of historical costs, no price changes are isolated for 
separate reporting. The shortcomings of this are examined in the following section. 

SHORTCOMINGS OF CONVENTIONAL ACCOUNTING BASED ON HISTORICAL COSTS 

The marked and sustained advance in the general level of prices has led to an increasing awareness 
of the shortcomings of conventional, accounting. Livingstone Middleditch noted in 1918 that 
conventional accounting with historical costs as the basis has the effect of mixing dollars of different 
values. He observes, “to mix these units is like mixing inches and centimetres or measuring a field 
with a rubber tape.**'^ Such inconsistencies made historic cost accounting inaccurate. It is obvious, 
therefore, that if quantities are to be correctly combined or compared, the unit of measurement must 
be homogeneous. Thus traditional accounting methods, as they have evolved over the years are based 
on an important assumption of stable money measurement. These methods have proved satisfactory 
during periods of relatively stable prices. The absence of price level stability, however, has an 
undesirable effect on the utility to investors, of the information provided in the annual reports thus 
rendering them unsatisfactory. As Paton has rightly remarked; 

Conventional accounting is based on the assumption that the significance of the measuring unit 

employed remains fixed and when conditions develop that completely invalidate this assumption, 

the process of accounting, beset by a host of technical difficulties is rendered still more vulnerable 

to the possibility of producing questionable and even misleading results.^ 

DISTORTIONS IN REPORTED PROHTS 

During periods of inflation, numerous sources of error crop up in the traditional method of profit 
measurement as a result of which, reported profits are distorted. The accountant would generally 
define business profit as the excess of business revenue over related costs. This method of profit 
measurement, which is described as the profit statement approach, has been used by accountants for 
many years, and has generally been considered to be the best indicator of business profit. However. 
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under inflationary conditions this matching is not satisfactory. Distortions arise on account of the 
following: 

L Cost of goods sold. Most business enterprises experience a significant time-lag between the date 
on which the goods are purchased and the date when they are eventually sold. As a result, sales in 
a profit statement of the current year would usually be matched against a mix of purchases made 
partly in the current year and partly in the previous year. This matching of historic purchase costs 
against current sales results in considerable overstatement of profits. 

2. Depreciation. Depreciation on fixed assets exercises a decisive influerice on distorting profits in 
periods of rising prices. The reason is not far to seek: Fixed assets owned by an enterprise are usually 
purchased on several different dates extending over many years in the past at costs representing a 
completely different purchasing power from what is in existence today The depreciation charge, 
however, under historical cost accounting, is based on the assumption that the purchasing power is 
uniform, which creates significant errors in profit measurement. In a comparison of costs with 
revenue, it is essential that one matches like with like, which unfortunately does not happen in this 
case. Again, since the depreciation provision is based on the original monetaiy investment, replacement 
of the asset becomes difficult in case of rising prices. The depreciation provided on the basis of 
historical cost falls short of the cost of the asset consumed. The reported profits are overstated to the 
extent the depreciation is undercharged. 

3. Miscellaneous expenses. Besides depreciation and cost of goods sold, there are certain other 
items of costs which relate to purchasing power of the previous year but are matched with current 
revenues. For instance, a market-overt company may incur heavy advertising and promotional 
expenditure and spread it over a number of years. 

4. Purchasing power gains and losses. Inflation is known to be beneficial to debtors and detrimental 
to creditors. Repayment to debtors is easier in terms of the economic sacrifice involved. The creditors 
sustain a purchasing power loss and the debtor makes a purchasing power gain during periods of 
inflation. Traditional accounting concepts, however, emphasize the all(x:ations of costs to expenses 
and the recognition of gains through realization only at the time of external transactions. Profits are 
distorted on account of this disregard for purchasing power gains and losses. 

Impact of Distorted Profit Measurement 

Matching revenues realized during periods of rising prices with historical costs of resources acquired 
in the past when price levels were lower, generally leads to overstatement of profits. This reporting 
of inflated profits leads to numerous problems for the concern. Significant among them are: 

1. Increase in tax liabUity. Overstated profits lead to excessive taxation of the corporate sector in 
general and inequitable distribution of tax burden between companies. A UK report on small firms 
suggested that in 1969 the average small company paid out 63 per cent of its real profits in taxation 
as opposed to the official rate of 45 per cent.^ Taxation of overstated profits in reality amounts to 
a tax on capital. 

2. Erosion of credibility of financial statements. The interpretive value of accounts is highly 
reduced in periods of rising prices. In the conventional balance sheet, long-term assets are normally 
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added together to produce an arithmetically correct but rather meaningless total. The items in the 
balance sheet are not comparable in the real sense as they are based on different levels of costs and 
prices. 

3. Return on capital. A proper assessment of the earning capacity of an enterprise is also difficult. 
A key measure of performance is the return on capital employed, popularly known as the ROC or 
ROI. An inaccurate measurement of profit produces many situations where investors are led to 
believe that the enterprise is earning a more satisfactory return on capital than is actually the case. 
The rate of return is grossly misrepresented because it incorporates inflated reported profits on the 
one hand, and out-of-date asset values on the other. Both numerator and denominator used to obtain 
the quotient are defective. 

4. Wage claims. With increase in organized labour, wage claims in recent years have been partly 
or wholly related to the prosperity of the enterprise. Overstated profits consequently result in a 
demand for a larger slice of the cake by the workers. Companies are forced into the settlement of 
wage claims on terms which they can ill afford, especially in industries where the labour unions arc 
powerful. 

5. Over-distribution of dividends. Inaccurate measurement of business profits may lead to a high 
rate of dividends being paid to the ordinary shareholders. This erosion of real capital may have 
serious consequences for the enterprise in time to come. 

6. Liquidity. Incompatible matching of cost of goods sold with sales, inadequate provision for 
depreciation, a fairly generous dividend policy and high wages all lead to a shortage of liquid 
resources. The cumulative effect is a financial strain on the management especially when substantial 
funds have to be found for large capital projects. This, in turn, leads to diminution of the operating 
capability of the enterprise. 

It is thus evident that inflation has an undesirable effect on the usefulness to investors of 
information prepared under the traditional accounting model. Investors are concerned not with 
preserving and enhancing a particular number of rupees of invested capital but rather the purchasing 
power of that capital and its command over goods and services. There is, therefore, every need to 
account for price level changes in the financial statements. Many proposals, singly or in combination, 
have been put forward in recent years for dealing with the problem. 

EVOLUTION OF ACCOUNTING FOR CHANGING PRICES 

Prior to an evaluation of different methods of adjustment which are prevalent, it would be appropriate 
to review some of the historical developments in this direction. Although scattered references to the 
impact of inflation were visible in US literature even before the 1920s, the credit for a first systematic 
study and exposition of the problem must go to Henry Sweeney. In 1927, his article on the Effects 
of Inflation on German Accounting^ was the first of a series exploring the subject. 

One of the earliest proposals of an accounting technique designed to deal with changing price 
levels was put forth by him as early as 1936 in his book ^Stabilized Accounting’. He believed that 
conventional accounting which he termed as ‘ordinary accounting’ went wrong because of the changing 
purchasing power of the unit of currency. According to him, “Accounting figures are expressed in 
rubber units of measurement. The truthfulness of accounting depends largely upon the truthfulness 
of the dollar and the dollar is a liar.’’^ He further asserted that the usual objective of economic activity 
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is to increase the general purchasing power of the owner’s investment. Consistent with this assertion, 
he proposed that accounting data should ideally be measured with reference to the progress made in 
obtaining either more consumption or greater power over them. To implement this proposal, he 
suggested the application of the cost of living index, or in its absence, the best obtainable general 
index to the historical cost figures. It was further recommended that a revaluation of ‘real value assets’ 
at replacement costs be superimposed on the accounts stabilized by a general price index. Sweeney’s 
recommendations made an interesting and provocative presentation and caused much discussion. 
Unfortunately, Sweeney died before he could see Ihe fruits of his laboui ripen. 

Interest in proposals to recognize inflation in financial statements was revived in the late 1940s 
when the release of pent up demand after the Second World War caused prices to increase rapidly. 
In 1947, the American Institute of Certified Public Accountants and the Rov kfeller Foundation jointly 
financed a project known as the Study Group on Business Profits.^ The Gtoup undertook to develop 
concepts and terminology related to business income, but devoted a large part of its attention to the 
problems of price level adjustments in determination of income. 

In August 1951, the first quasi-official recognition was given to General Purchasing Power 
(GPP) accounting by the Committee on Concepts and Standards Underlying Corporate Financial 
Statements of the American Accounting Association in its Supplementary Statement 2 dealing with 
Price Level Changes and Financial Statements.*^ A thorough listing of financial statements stated in 
units of general purchasing power rather than units of money was recommended by the Committee. 
The fundamentals of the method proposed by Sweeney were adopted by it as two of its premises. 
First, that a general price level index should be used and second that the adjustments should be 
comprehensive in scope, to the end that the effect of price level changes may be reflected in each 
item, to the extent appropriate. The recommended disclosures of these were in the form of 
supplementary statements. 

A project on general purchasing power accounting was undertaken in 1961 by the Accounting 
Research Division of the AICPA, which resulted in the Accounting Research Study 6, “Reporting the 
Financial Effects of Price Level Changes”*^ which supported the publication of supplementary financial 
statements with all items stated in units of general purchasing power. Again, in 1969 APB issued 
Statement 3, “Financial Statements Restated for General Prices Level Changes”.’* This statement 
also recommended the publication of supplementary financial statements with all items stated in units 
of general purchasing power, but it also required disclosure of the detailed principles and procedures 
followed in their preparation. These recommendations, however, were not mandatory and hence 
received little response. 

The need to recognize inflation was again emphasized by the AICPA Study Group in its report 
on the ‘Objectives of Financial Statements’ which states, “If the value of the unit of measure is unstable, 
that is, if inflation or deflation is so great that direct cash consequences are no longer comparable, such 
circumstances should be recognized in the financial statements”.’^ Subsequently in 1974, there was a 
discussion memorandum and a Exposure Draft of the Financial Accounting Standards Board (FASB) ’ ^ 
which required enterprises to present information based on existing generally accepted accounting 
principles in units of GPP. Commenting on the FASB proposal, Paul Rosenfield observes. 

One of the deficiencies of present income statement information can be removed by adoption of 
the FASB proposal, a more relevant criterion of success or failure would be used. Gains and losses 
that are reported would not be simply gains and losses of money but would be gains and losses 
of general purchasing power on holding monetary items during infiation or deflation. 

The SEC issued Accounting Series Release 190'^ at roughly the same time, which required 
certain replacement cost disclosures. The FASB, therefore, deferred action on its ED on GPP, to 
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avoid confronting the SEC with what might be considered to be competing disclosure requirements. 
In December, 1978, the EASE issued an ED, Financial Reporting and Changing Prices,*^ followed 
by a second ED: Constant Dollar Accounting in March 1979.These culminated in the issuance in 
September 1979‘* of SFAS 33: Financial Reporting and Changing Prices. 

In the UK, proposals of the professional accounting bodies were embodied in an Exposure 
Draft issued in 1973'^ and Provisional Statement of Standard Accounting Practice 7^^ in 1974. These 
also favoured the constant purchasing power (CPP) method. The early 1970s thus witnessed the 
emergence of CPP adjustment of historic cost as the technique for inflation accounting favoured by 
professional bodies in a number of developed countries of the world. In the UK, however, the 
proposals were suspended when a government-appointed committee, commonly known as the 
Sandilands Committee, in its report recommended a system of Current Cost Accounting (CCA). The 
Sandilands report was hailed as a major step forward in the development of financial reporting.^* In 
the words of McCosh and Vancil, “the report is the first formal statement by a group with governmental 
authority in the English-speaking world, that historic cost accounts are inferior for all important 
purposes, to value-based accounts.”^^ The Committee gave general recognition to the idea that a true 
measure of a concern’s profit was the amount it could distribute to its shareholders and still remain 
capable of regenerating its existing level of operations at cunent prices. 

In an attempt to implement the recommendations of the Sandilands Committee, the then 
Accounting Standards Committee (ASC) issued ED 18, in November 1976.^^ The proposals, however, 
turned out to be too radical for the accounting profession in England and Wales. Members of the 
Institute vehemently opposed the proposal for replacement of historical cost financial statements. The 
experience gained from ED 18 brought home the fact that any progress in this direction would have 
to be gradual, and carefully planned and presented. 

Consequent to the adverse reactions to ED 18, the ASC appointed another committee popularly 
known as the Hyde Committee, to draw up more workable and rational guidelines which were 
published in November \91l}^ Under these guidelines, large corporations were encouraged to publish 
supplementary income statements containing three adjustments restating historical cost income in 
terms of current costs, namely depreciation, cost of goods sold and financial leverage. Much controversy 
was, however, created on account of the adjustment for financial leverage. To resolve the controversy, 
the Committee was reconvened with Douglas Morpeth as Chairman and it produced ED 24 (Current 
Cost Accounting) in April \919P ED 24 was a predecessor to SSAP 16 and contained proposals for 
revising the gearing adjustment recommended under the Hyde Committee guidelines and further 
adjustment of the monetary working capital. The proposals under ED 24, with minor modifications 
and clarifications were embodied in Statement of Standard Accounting Practices 16 — Current Cost 
Accounting issued by ASC in March 1980.^^ 

Accountants in other developed countries such as Australia, Germany, France, the Netherlands 
etc., have also been seriously involved in grappling with the controversial issue of accounting for 
inflation, as is evidenced in the substantial amount of literature produced on the subject. Some of the 
notable contributors include Gynther, Chambers, and Mathews. However, their efforts have yet to 
result in the establishment of a comprehensive system of accounting for price-level changes on which 
there is unanimity the world over. 

SUGGESTED ADJUSTMENT METHODS 

Inflation accounting has engaged the attention of accountants the world over for about two and a half 
decades. However, a clearly acceptable solution to the problem has yet to emerge. Numerous 
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suggestions have been put forward, and various solutions have been adopted in different countries 
at different times. It is virtually impossible to examine all the proposals. Important among them arc: 

1. Creation of reserves. 

2. Revaluation of assets. 

3. Last-in-first-out (LIFO) method of inventory valuation. 

4. Establishment of a complete system of inflation accounting. 


Creation of Reserves 


One of the suggested solutions to the problem is to transfer to reserve, some of the profits available 
for distribution annually. The proponents of this approach contend that such transfers would ensure 
that there is no over-distribution of available profits, and would provide for the increased costs of 
assets replacement.* As early as 1952, the Institute of Chartered Accountants of England and Wales 
had suggested that accountants should draw the attention of their clients to the desirability of setting 
aside amounts from profits and reserves in recognition of the effect of changes in the purchasing 
power of money upon the affairs of the business, particularly their effect on the amount of profits 
which, as a matter of policy can prudently be regarded as available for distribution.^^ The 
recommendations of the ICA research committee in 1968 went a step further, it suggested that first, 
profits be recalculated adjusting for general price level changes, and the difference between the 
conventional profit and recalculated profit be transferred to an inflation reserve.The Institute of 
Chartered Accountants of India (ICAI) also makes a reference to creation of reserves, for a restricted 
purpose i.e. replacement of fixed assets, in its Statement on Auditing Practices 


It is recommended that members should advise clients about the need for setting aside appropriate 
sums out of profits to reserve specifically set aside for the replacement of fixed assets.^^ 


Scapens found that the method was used extensively in Australia, Canada, USA and UK. The 
creation of such replacement or price variation reserve by means of charges against income has also 
been allowed from time to time under the provisions of the tax legislation in Chile, Brazil, Italy and 
Uruguay. 

The question which arises is—how appropriate is the method as an inflation-accounting 
technique? The proponents of the method generally argue that the profit which is transferred to 
reserves ensures that there is no over-distribution of profits in periods of inflation. The added advantage 
claimed is that whereas it does not go against conventional accounting methods, it achieves the same 
objective which the more complicated price level accounting methods are intended to. 

This claim can be refuted because in the vast majority of cases in which such reserves have been 
created, no precise calculations have been made with regard to the effects of price level changes on 
the profits. Not only is the quantum of transfer to reserves arbitrary, but there is also an element of 
choice associated with it. Consequently there is a danger that not only may such policies be abandoned 
when profits fall, but the accumulated replacement reserves may even be brought back into consideration 
for profit distribution. Again, since such transfers are into most cases treated as appropriation of 
profits, they make little impact on the computation of curirent profits. As Kirkman observes. 

The major criticism against replacement reserves is that they generally tend to give the impression 
that all is well with the current profits calculated since no additional charges are made against 
profits.^* 


* The rationale for such a reserve is that in times of inflation, historical cost depreciation will not secure 
adequate funds, out of the cash flow, from operations to finance the replacement of the assets used in production. 
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Hence, though the transfer to reserves is the most simple method of accounting for inflation, 
its effectiveness will depend on the size of the transfer and how it has been calculated. Besides, it 
does not take care of the problem of revealing a more realistic figure of profits nor does it indicate 
the effect of inflation on balance sheet items. 

Thus, despite its essential simplicity, accountants in many parts of the world have come to 
accept that the use of this method as a means of reporting the effects of inflation suffers from certain 
fundamental shortcomings necessitating the search for alternative methods. 

Revaluation of Assets 

Revaluation of assets, fixed assets in particular, has also been made use of as a method of recording 
the effects of price variations in the annual financial statements. Revaluation refers to a revision in 
the book value of capital assets in accordance with a proper appraisal of such assets. In other words, 
it entails the establishment of proper values by a systematic procedure. Revaluation would thus 
disclose the cost of the fixed assets used by the firm in terms of current prices or current price levels, 
thereby providing a more realistic measure of capitalization, both for external financing purposes and 
for internal measurement of efficiency. It would also be a more uniform basis for intercompany 
comparisons. 

A mere book entry for revaluation, however, does not by itself create funds for replacement 
of an asset. It is only by providing depreciation on the enhanced values of the assets that sufficient 
funds can be retained in the business to ensure that they will be available at the time the additional 
outlay on replacement of fixed assets is to be made. Hence, if depreciation were continued to be 
charged on the basis of the original cost or original written down value, it would defeat the very 
purpose of revaluation. This adjustment in the depreciation charge also results in the profit and loss 
account reflecting some of the effects of price variation and if the adjustment is allowable for tax 
purposes, it eliminates one of the inflationary distortions from taxable profits. It is important that any 
reserve created on revaluation should not be available for distribution as dividend. 

It will thus be seen that revaluation of assets provides only a partial adjustment of the balance 
sheet—probably an important one—which has been made use of in many parts of the world. The 
method gained importance during and after the Second World War, when many of the countries 
directly involved in the conflict experienced rapid inflation of their currency units. Measures which 
permitted revaluation of assets recorded in company balance sheets were introduced as part of the 
postwar reconstruction of their economies. For instance in Germany revaluation took place on 
June 21, 1948.* Companies in Germany were required to prepare a Deutsche Mark (DM) opening 
balance sheet on that date, in order to prepare a base point for future financial statements. The DM 
Opening Balance Sheet Law (DM Erofftiungsbitanzgestz) prohibited revaluation of assets in excess 
of current replacement costs at the date of the opening balance sheet, but implicitly condoned the 
understatement of assets. Future period depreciation was to be calculated on the revalued amounts 
for tax purposes. 

Revaluations were also permitted in Austria, Belgium, Italy and Japan. In these countries loo 
the maximum permitted revaluations were provided by statute, but companies could and 
frequently did undervalue their assets. The reason for such undervaluation generally being the tax 
imposed on revaluation surpluses. In Japan for instance, the initial tax of 6 per cent on revaluation 
surpluses was eventually reduced to encourage companies to revalue their assets to the extent 
permitted. 

*The day after the introduction of the Deutsche Mark. 
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France instituted a system of uniform valuation by legislation in 1947, which was in effect till 
1958 when the new franc was introduced. Depreciation on the increased value of fixed assets was 
an allowable deduction for tax puiposes, but it was not mandatory to include these revaluation 
adjustments in the accounts. 

In the UK, SSAP 12 states that when assets are revalued, the depreciation charge should be 
based on the revalued amount, and in the year in which the revaluation i" made, the depreciation 
charge on the original and revalued amount should be given. It would not, therefore, be acceptable 
to charge the extra depreciation against the revaluation reserve, rather than ..gainst the profits for the 
year.'^^ Nobes, however, is of the opinion that the drafting of the standard is loose, and interpreted 
differently, the standard does appear to permit charging the additional depieciation to a reserve or 
provision instead of the profit and loss account.'^ 

Revaluation of fixed assets has also been resorted to by companies in Australia. Belgium, 
Denmark, Norway, Sweden and to a limited extent Canada. However, in ea^ h of these countries the 
enhanced depreciation as a consequence of revaluation was not deductible in calculating taxable 
income. 

Companies in India have also occasionally revalued their fixed assets. As mentioned earlier, the 
issue of revaluation of fixed assets finds mention in the Statement of Auditing Practices issued by 
the ICAI in 1977. It recommends that 

Members should advise clients about the need for setting aside appropriate amounts to provide for 
replacement of fixed assets either by periodic revaluation or by setting aside appropriate sums out 
of profits to reserves specifically set aside for the purpose (para 3.8). 

It further states that 

if a company revalues its assets in order to bring into the balance sheet their replacement 
cost, depreciation on fixed assets must thereafter be provided for on the basis of the revalued 
figure. 

In May 1982, the Research Committee of the ICAI released a guidance note on “Treatment of 
Reserve Created on Revaluation of Fixed Assets.”^"' Accordingly, revaluation reserve is not available 
for distribution as dividends. This view is also supported by the Companies (Peclaration of Dividend 
out of Reserves) Rules, 1975. Similarly, accumulated los.ses or arrears of depreciation should not be 
set off against revaluation reserves. The revaluation reserve can, however, be utilized for adjustment 
of the additional depreciation on the increased amount due to revaluation from year to year or on the 
retirement of the relevant fixed assets. 

The research Committee did not favour the idea of charging the additional depreciation to 
revaluation reserve as is reflected in the following observations: 

The revaluation of fixed assets is normally done in order to bring into books the replacement cost 
of such assets. This is a healthy trend as it recognizes the importance of retaining sufficient funds 
through additional depreciation in the business for replacement of fixed assets. As such, it will be 
prudent not to charge the additional depreciation against revaluation reserve, though this may result 
in reduction of distributable profits. This practice would also give a more realistic appraisal of the 
company’s operations in an inflationary situation. 

A number of companies in India have resorted to revaluation of fixed assets but the additional 
depreciation has generally been charged against the revaluation reserve. Besides, the policy is also 
not followed consistently. Thus, though revaluation does not provide a complete solution to the 
problem of financial reporting in an inflationary environment, it has been made use of quite 
extensively. 
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LIFO Method of Inventory Valuation 

Valuation of inventories according to the last-in-first-out (LIFO) method assumes that goods which 
are most recently added to stock are the first to be sold or consumed in production. The two major 
consequences of the use of LIFO are that LIFO achieves a matching of current costs against current 
revenues as the cost of goods sold as shown in the income statement represents a collection of the 
most recent purchase costs. Secondly, it frequently results in depressing inventory values in the 
balance sheet, since the earliest purchase costs are taken. In periods of rising prices, these costs are 
bound to be low. Ordinarily, the amount of depressed inventory value in the balance sheet is directly 
proportional to the length of time the LIFO method has been in use. 

The use of the LIFO method of inventory valuation as a mechanism for adjustment for rising 
prices has been criticized on several counts. These are: 

1. LIFO would not prove to be very effective in cases where purchases of inventory are made 
at infrequent intervals, since there could be a significant change in prices between the date of the last 
purchase and the date when the latest sales took place. 

2. In situations where the quantity of goods sold in the current year exceeds the quantity 
purchased, the costs figures would include the previous year’s purchases or purchases made several 
years earlier resulting in an inflated figure of profits. 

3. Another criticism levelled against LIFO is that it leads to depressed inventory valuation in 
the balance sheet; the figure generally represents the costs of many months or even years past. In 
other words, the more realistic figure of profit is obtained at the cost on the balance sheet which may 
be totally unrealistic as regards the stock or inventory values. 

Besides, in some countries, LIFO is not acceptable for tax purposes since it has the effect of 
reducing the taxable profits. In such situations, companies may prefer to use the same stock valuation 
figure for both accounting and tax purposes. Even in countries where LIFO is permitted for tax purposes, 
the experience has been that managers who realize the potential tax benefits of LIFO face a dilemma 
since reduced tax payments would also mean that lower earnings would be recorded in annual reports 
to the shareholders, creditors and so on, where they are required to use the same stock valuation for 
financial reporting purposes (e.g. the Internal Revenue Code in the USA). Copeland et al*^*' also found 
that many businessman were reluctant to pay the ‘price’ for the tax savings. Lower reported earnings 
could reduce the market value of the company’s securities or constrain its credit thus increasing its 
cost of capital. 

It will thus be seen that it is difficult to suggest that the LIFO method of inventory valuation 
would provide an adequate long-term solution to the problem of inflation accounting, even if it was 
recognized by the tax authorities all over. 

Establishment of a Complete System of Inflation Accounting 

Under the three methods discussed earlier, only partial adjustments were made to remove the effects 
of price level changes. Under this category, adjustments are made to the year end accounting statements 
for changes in the price level. Some important methods under this category are: 

1. Price level adjusted/historical cost accounting. Under this method the historical cost is adjusted 
by general indices. It is also known as the Constant Purchasing Power (CPP) or General Purchasing 
Power (GPP) method. The theoretical foundations of CPP accounting were laid by Irving Fisher in 
his treatise on the Purchasing Power of Money.Fisher visualized indexation as a means of dispelling 
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the money illusion and GPP accounting as the application of indexation methods to accounts. Thus, 
under the CPP/GPP-adjusted statements, general purchasing power is the unit of measurement used 
and profit is calculated by matching costs against revenues after all items have been expressed in 
terms of the same general purchasing power. Changes in the general price levi 1 are measured with the 
help of index numbers which provide the basis of a rate of exchange between the historical cost rupee 
and the current purchasing power rupee. GPP accounting thus translates rupees of different periods 
into rupees of a uniform general purchasing power with the result that accouruing numbers no longer 
represent merely an assembly of non-additive money units of different years with varied purchasing 
power. It thus converts an assembly of confusing heterogeneous cost prices incapable of being 
compared with any degree of accuracy into more comparable figures. Before e> plaining the adjustment 
process associated with GPP accounting, the concept of monetary items needs to be understood. 

Monetary/non^monetary items. When considering GPP accounting, it is important to distinguish 
between monetary and non-monetary items. Monetary items are items fixed by contract, custom or 
statute in terms of the amounts associated with them, regardless of changes in the general price 
level and the purchasing power of the relevant currency. Monetary assets include cash, contractual 
claims to a specific amount of money in the future such as accounts and notes receivable, and 
investments which pay a fixed amount of interest or dividend. The amount to be repaid in the future 
is also fixed, even though the date of repayment may not be specified, e.g. in the case of preference 
shares. Similarly, monetary liabilities represent obligations to pay a fixed amount of money at some 
time in the future, regardless of any change in the value of the monetary unit. It too includes 
obligations to pay a fixed amount of money, even though the exact amount is not known for certain. 
The basic criterion is that the amount to be paid does not depend upon changes in the value of the 
monetary unit. Examples of monetary liabilities include accounts and notes payables, accruals such 
as wages and interest payables and long-term obligations payable as a fixed sum. 

Non-monetary items, on the other hand, represent all items which are not fixed in terms of 
monetary units. Non-monetary assets, thus include those items whose prices in terms of monetary 
units may change over time, or claims to a variable amount of the monetary unit representing a 
predetermined level of purchasing power. Included therein would be all rights to goods and services, 
and all other claims to future benefits (excluding those expressed in terms of fixed monetary value) 
at some future time. Analogously, non-monetary liabilities (the rare species) would include an obligation 
to provide a stipulated amount of goods and services or an equivalent amount of purchasing power, 
even though the payment may take a monetary form. It is very difficult to give a clear-cut definition 
of monetary and non-monetary assets and liabilities primarily because the distinction is arbitrary. 
FAS 33 for instance, classifies receivables and payables in foreign currency as monetary items. 
Technically, however, they are generally non-monetary, for the receiver may not receive the same 
amount in his domestic currency. 

Inflation is known to favour debtors and be detrimental to creditors. In other words, holders 
of monetary assets suffer a loss in the general purchasing power of their assets during periods of 
inflation. For instance, if A borrows Rs 10,000 from B and repays him after a period during which 
the price level has increased by 40 per cent, the result would be an economic gain to A and an 
economic loss to B, for though A repays Rs 10,000 the amount represents only 71.43 per cent of the 
purchasing power it had when borrowed. Further, if A held the borrowed money in the form of assets 
that have increased in monetary value with the price level, A will have realized a gain of Rs 4,000 
by selling the asset and repaying the loan. B the creditor, on the other hand, will have sustained a 
loss of Rs 4,000 in purchasing power. 
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Adjustment process for general price level changes. The adjustment process can begin with the 
profit statement or the balance sheet depending on the preference of the person adjusting the accounts. 
An important issue that arises in GPP adjustments relates to the profit statement: Should the statement 
be expressed as an average for the year or in end-of-the-year terms? This argument in many respects, 
is a matter of simplicity versus accuracy. Gynther^^ opines that in an ideal world the profit statement 
should be expressed in end-of-the-year terms, but little harm would be done by using the average for 
the year approach. Since the profit statement covers the activities for the entire financial year under 
consideration and most costs and revenue items are usually spread fairly evenly over the year, the 
number of adjustments involved would be much smaller if the profit statement were to be cast in 
terms of average for the year. The adjustments required include: 

(a) Calculation of gain or loss on the monetary items. The first step would be to classify items 
in the historical cost financial statements as monetary and non-monetary groups and then calculate 
the purchasing power gain or loss for the monetary items, which is shown in the balance sheet. 

(b) Preparation of adjusted profit and loss statement. The vast majority of items in the profit 
statement are assumed to occur evenly over the financial year; hence for adjusting items such as 
sales, purchases, expenses etc., the average index would be appropriate unless specific information 
is available in this regard. 

In case of inventories, the method of stock valuation (FIFO, LIFO etc.) should be taken into 
consideration. In case of FIFO method of stock valuation, the index at the end of, or average for, the 
turnover period would be made use of. 

Depreciation and any other figures relating to fixed assets e.g. profits or losses on sale would 
be adjusted with reference to purchase date of the relevant assets. 

(c) Preparation of adjusted balance sheet. The fixed assets are adjusted with reference to the 
index number relevant to their dates of acquisition. Adjustments for inventories would be similar to 
the adjustment in the profit and loss statement. 

The amounts of cash and current liabilities in the balance sheet at the end of the year do not 
require any adjustment as they are already expressed in end-of-the-year financial year purchasing 
power terms. 

The equity share capital is adjusted with reference to the index number prevalent when it was 
raised. The amounts for retained profit are balancing figures. The following illustration will explain 
how these adjustments are made: 

United Suppliers Ltd. was formed on April 1, 1993 with a share capital of Rs 7,50,000 which 
was fully subscribed in cash on that date. On the same day, equipment was purchased worth 
Rs 4,50,000 of which Rs 2,(X),000 was paid immediately and the balance Rs 2,50,000 was payable 
two years later. Let us assume that the price index was 100 on April 1, 1993. Goods were purchased 
in two instalments prior to actually commencing business as follows: 

The first purchase of Rs 4,40,(X)0 was made when the price level was 110 and the second 
purchase of Rs 4,50,(X)0 when the price index was 120. 

All sales were made when the price level was 130 and expenses amounting to Rs 1,60,000 
were also incurred at the same index level. Inventories were valued on the FIFO method and the 
closing inventory was valued at Rs 2,90,(XX). The price level index on March 31, 1994 was 130. The 
income statement and balance sheet for the year prepared on a historical cost basis were as 
follows: 
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UNITED SUPPLIERS LIMITED 
Balance sheet as on March 31, 1994 (historical cost) 



Rs 

Rs 

Share capital 


750,000 

Retained income 


195,000 

Long-term loans 


250,000 



1,195,000 

Represented by: 



Fixed assets 

450,000 


Less: Accumulated depreciation 

(45,000) 

405,000 

Current assets: 



Inventories 

290,000 


Debtors 

190,000 


Cash 

395,000 



875,000 


Less: Current liabilities 

(85,000) 


Networking capital 


790,000 

Total 


1,195,000 


UNITED SUPPLIERS LIMITED 
Income Statement for the year ending March 31,1994 



Rs 

Rs 

Sales 


1,000,000 

Cost of goods sold 


600,000 

Gross operating income 

Less: Expenses 

160,000 

400,000 

Depreciation 

45,000 

(205,000) 

Net operating income 


195,000 


Required: 

(i) Calculate the purchasing power gains or losses on the monetary items. 

(ii) prepare a price level adjusted income statement and balance sheet. 
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Solution 


(i) Calculation of Purchasing Power Gains or Losses on Monetary Items 



Unadjusted 

Conversion 

Adjusted 


monetary items 

factor 

monetary items 


Rs 


Rs 

Cash invested on 1-4-93 

750,000 

130/100 

975,000 

Sales 

1,000,000 

130/130 

1,000,000 

Less: 




Purchases of equipment 
Purchase of goods 

(200,000) 

130/100 

(260,000) 

(i) Index at 110 

(440,000) 

130/110 

(520,000) 

(ii) Index at 120 

(450,000) 

130/120 

(487,500) 

Expenses 

(160,000) 

130/130 

(160,000) 

Net current monetary items 

on 31-3-94 500,000 


547,500 

Unadjusted net current monetary item 


500,000 

Purchasing power loss 



(47,500) 

Gain in purchasing power on long-term debt* 


75,000 

Net gain to be shown in the Balance sheet 


27,500 

♦ 30% of Rs 250,000. 




Alternatively, the loss 

in purchasing power could be explained in the following manner: 

The net monetary assets at the beginning of the year = Rs 550,000 (Rs 750,OCX) - 200,000), if 

maintained intact will lose 30 per cent purchasing power during the year i.e. Rs 165,000. This loss 
has been saved by purchases of goods (Rs 80,000 + Rs 37,500) = Rs 117,500. Loss at the end of 

the year = Rs 165,000 - Rs 117,5(K) = Rs 47,500. Since gain 

on long-term debts 

is Rs 75,000, the 

net gain = Rs 27,500. 




(ii) Price Level Adjusted Income Statement for the year ended 31-3-94 



Unadjusted 

Conversion 

Adjusted 


amount 

factor 

amount 


Rs 


Rs 

Sales 

1,000,000 

130/130 

1,000,000 

Cost of goods sold: 

At index 110* 

(440,000) 

130/110 

(520,000) 

At index 120** 

(160,000) 

130/120 

(173,333) 

Expenses 

(160,000) 

130/130 

(160,000) 

Depreciation 

(45,000) 

130/100 

(58,500) 

Net income 

195,000 


88,167 


* Inventories are valued according to FIFO method. 

*• (Rs 450,000 - 290,000 closing stock) = Rs 160,000. 
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Inflation Adjusted Balance Sheet as on March 31, 1994 


Unadjusted 

conversion 

Adjusted 

amount 

factor 

amount 

Rs 


Rs 


Share capital 

750,000 

130/100 

975,000 

Retained income 

195,000 


88,167 

Accumulated purchasing Power gain 

Total 

945,000 


27,500 

1090,667 

Represented by: 

Fixed assets 

450,000 

130/100 

585,000 

Less: Accumulated depreciation 

(45,000) 

130/100 

58,500 

Net fixed assets 

405,000 


526,500 

Current assets 

Inventories 

290,000 

130/120 

314,167 

Debtors 

190,000* 

130/130 

190,000 

Cash 

395,000 * 

130/130 

395,(X)0 

Less: current liabilities 

875,000 

335,000** 

130/130 

899,167 

335,000 

Net working capital 

540,000 


564,167 

Total assets 

945,000 


1,090,667 


■*' These are monetary items hence no adjustment is necessary. 
Current liabilities = (Rs 85,000 + Rs 250,000) = Rs 335,000. 


An Appraisal of GPP Accounting 

The GPP method of accounting for price level changes certainly has some plus points. It makes use 
of a general price index and hence the price level adjustments are verifiable with reference to the 
index used to measure changes in the purchasing power of money. Again, there is no departure from 
historical costs, only an objective restatement of such costs. GPP thus has the advantage of both 
objectivity and verifiability. 

The normal records of the enterprise can be maintained and conventional accounting statements 
prepared, since the adjustments required for inflation need only be made at the end of the accounting 
period. 

Despite the foregoing advantages, GPP accounting has been criticized on various counts. One 
of the objections raised against GPP accounting relates to the fact that individuals or businessmen 
are not really concerned with the overall general inflation but with the effect of inflation on the goods 
and services they normally buy. Authorities like Gynther^® believe that there is no such thing as 
generalized purchasing power. A unit of measurement which relies for its validity on the purchasing 
power of money assessed by reference to a set of goods and services will not be equally useful to 
all individuals and entities. 

The presentation of GPP adjustments by way of supplementary statements is not only likely to 
be overlooked by the users, but may also confuse them. This was the view expressed by the Sandilands 
Committee, in its report, referred to earlier: 
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Our description of the application of the CPP method... shows that it is complicated, and we believe 
that many users of accounts are likely to misunderstand the information presented in CPP statements 
unless it is carefully interpreted by the company. (Sandilands Report, 1975, p. 121) 

Doubts are also expressed regarding the long-term managerial benefits that may be expected 
to be derived from GPP accounting. Accounting statements ought to be prepared with the objective 
of not only assisting in assessing past performance but also of providing useful information for 
planning future activities. In this regard, GPP accounting appears to have serious deficiencies. 

The treatment of purchasing power gains and losses is another controversial issue. Inclusion of 
such gains in periodic income and its distribution could have a serious impact on a firm’s liquidity. 

2. Current Value Accounting. All the methods discussed earlier suggest partial or general adjustments 
to historic cost measures, which fail to tackle the core problem of price level changes. Current value 
accounting is a radical alternative to these proposals, as it makes use of current market prices which are 
incorporated in the traditional accounting format. Current value accounting may take three forms, namely 
replacement cost accounting based on the current acquisition value of assets; realizable value accounting 
which uses the current realizable value of assets based on the current exit prices; or current cost accounting 
which combines replacement cost and realizable value accounting and is concerned with the value of 
the assets for the business. 

Let us now examine these models in detail. 

(a) Replacement cost accounting. Replacement cost accounting is based on the basic concept that 
an enterprise is a going concern which is continuously replacing its assets. Hence, in computation of 
its profits, the cost of assets consumed should be matched with their replacement cost rather than the 
historical cost. Replacement cost accounting addresses itself to the concept of capital maintenance 
interpreted as maintaining the operating capacity of the firm. This involves three major departures 
from conventional accounting methods: 

First, trading profit is calculated by matching against business revenues, the current rather than 
the historical cost of resources exhausted in earning those revenues. Second, separate calculations are 
made of the profits or losses involved in holding of the stocks and long-term assets of the business. 
Thirdly, the balance sheet is prepared in current value terms. 

Let us take a small example to see the calculation of trading profits and holding gains, and the 
preparation of balance sheet under the replacement cost accounting method. Given below is the 
balance sheet of Perfect Limited as on March 31, 1993. 


Rs (000) Rs (000) 

Share capital 2,800 Fixed asset 2,000 

Inventory 800 

2,800 2,800 


The fixed asset was acquired on March 31. 1993 and has an estimated life of five years with no scrap 
value. Additional information in respect of the year ending March 31, 1994 is as follows: 

Rs. (000) 


Sales 4,000 

Purchases at historic cost 1,400 

Closing inventory at historic cost 400 

Closing inventory at replacement cost 500 

Cost of goods sold at replacement cost 2,000 
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It was also estimated that the replacement cost of the fixed asset had risen to Rs 240,000 by 
March 31, 1994. 

On the basis of the information given, compute: 

(i) current operating profit; 

(ii) holding gains; and 

(iii) prepare a balance sheet in current value terms. 

Solution 


(i) Profit Statement Showing Current Operating Profit 




Historic cost 

Replacement cost 



Rs (000) 

Rs (000) 

Sales 


4,0(X) 

4,000 

Cost of goods sold (at replacement cost) 



2,0(X) 

Opening inventory 

800 



Purchases 

1400 



Closing inventory 

(400) 



Cost of goods sold (at historic cost) 


1,800 


Gross profit 


2,200 

2,000 

Depreciation 




(2000 ^ 5) 


400 


(2400 ^ 5) 



480 

Current of)erating profit 


1,800 

1,520 

(ii) Holding gains 



Rs (000) 

Rs (000) 

(a) Realized through use during the year 




Fixed assets 


80 


Inventory 


200 

280 

(b) Unrealized 




Fixed assets* 


320 


Inventory** 


100 

420 

Total holding gains 



700 

Current operating profit 



1,520 

Total 



2,220 


*Fixed assets: unallocated value at the end of the accounting period 
Under replacement cost * 1920 

Under historic cost 1600 

Unrealized holding gain 320 

**Inventories unsold at the end of the accounting period 

Under replacement cost 500 

Under historic cost 400 

Unrealized holding gain 100 
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Balance Sheet of Perfect Limited as on March 31, 1994 

(in terms of current value) 



Rs ((XX)) 

Rs (000 


Historic cost 

Replacement 

Share capital 

2,800 

2,800 

Operating profits 

1,800 

1,520 

Revaluation reserve* 


700 


4,600 

5,020 

Represented by 

Fixed assets 

2,000 

2,400 

Less: accumulated depreciation 

(400) 

(480) 

Current assets 

1,600 

1,920 

Inventories 

400 

500 

Cash** 

2,600 

2,600 

Total assets 

4,600 

5,020 


* Holding gains 

•• Cash balance = Sales Rs 4,000,000 - Purchases Rs 1,400,000 = Rs 2,600.000 
If all the sales weie not in cash there would have been debtors. 


One of the important controversies in replacement cost accounting centres around the treatment 
of holding gains as income available for distribution. Theoretically there is force in the argument that 
holding gains should not be treated as income available for distribution as doing so would defeat one 
of the primary objectives of replacement cost accounting i.e. ensuring maintenance of capital through 
replacement of resources consumed in the income generation process. The holding gain resulting 
from the increase in the current replacement cost of specific assets should be retained for the purpose 
of replacing those assets. 

An appraisal of replacement cost accounting (RCA) . From the standpoint of investors, RCA 
provides more relevant information for decision making. By matching revenues with the current cost 
of replacing the assets consumed, it provides for the maintenance of the operating capability of the 
firm. Besides, it also makes a distinction between operating profit and holding gains, thus enabling 
the investors to assess the firm as a going concern. It also provides more accurate valuations of the 
assets in use, since they are related to current market prices. 

As regards its feasibility for implementation, authorities such as Dickerson^^ are of the view 
that RCA is not too time-consuming and costly as regards implementation. 

The general criticism against RCA is that the measurements involved are subjective. This 
shortcoming can, however, be overcome by making use of government indices relating to fixed assets 
wherever available. 

In periods of rapid technological changes, doubts have been expressed regarding the 
appropriateness of using current replacement cost of the asset that has been consumed in the process 
of income generation. It is suggested that it would be better to use the cost of the improved version 
of the asset, if any. 
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(b) Realizable value accounting. Realizable value accounting is based on the realizable value of 
the assets; in other words, it employs exit values of the assets. Important supporters of this model 
include Chambers^ and Sterling^^ The model is based on the concept of opportunity cost of the next 
best alternative. In this context, it would be the value expressed in terms of the benefit lost in holding 
assets in their present form rather than the next best alternative form, which would be disposing them 
off. Chambers coined the term ‘current cash equivalent’ to indicate the realizable value of the firm’s 
currently held assets. 

Realizable income is based on the current selling price of assets. It therefore reflects the change 
in the value of the enterprise capital measured in terms of resale price o\ er the accounting period. 
This income includes: 

— gains realized during the accounting period from sale of assets. The gain/loss is the difference 
between the realizable value estimated at the beginning of the period and the actual revenue 
realized from sale; 

— the unrealized component of the gain which results from changes in the realizable value of 
the assets unsold at the end of the period, as compared to the beginning. 

The following example will illustrate the point. The estimated realizable value of the assets 
held by a firm are as follows: 

January 1, 1993 
Rs 

Fixed assets 25,000 

Inventories 10,000 

The inventories were sold during the year for Rs 12,500. The realized income for the year ended 
December 31, 1993 will be: 

Realized gain = Rs 12,500 - Rs 10,000 = Rs 2,500 from inventories 

Unrealized gain = Rs 32,000 - Rs 25,000 = Rs 7,000 from fixed assets 

Total = Rs 9,500 

An appraisal of realizable value accounting: A number of arguments are put forward in support of 
the realizable value model. It is deemed to be more relevant from the point of view of the creditors, as 
they would be interested in the market value of the assets of the firm to which they have extended credit. 
Even from the investors view, realizable value income reflects future cash flows which may result 
from the assets currently held by the firm. Again, as compared to RCA which reflects a relatively 
static situation, this model informs the investors about the economic sacrifice made in holding 
resources in their current form. Since the assets are shown in the balance sheet at their realizable 

value, there is no distinction between current operating profit and holding gains as in RCA. 

The model, however, suffers from certain shortcomings as, being based on exit values, it adopts 
a short-run approach to assessing the performance of the business operations. It values all the assets 
at their exit prices even though they are not held for resale. Again, the use of exit values for highly 
specific assets has been questioned on the ground that such assets may have very little value for 
anyone other than the present owner for whom they were acquired. 

Exit values anticipate operating income even before the critical event which gives rise to the 
revenue occurs. The model assumes that production or acquisition of the asset is the critical event 
and sale is no problem, which is not the case in all products. 


December 31, 1993 
Rs 

32,000 
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(c) Current cost accounting. Current cost accounting, as stated earlier is concerned with the value 
of the assets to the business, which combines replacement cost and realizable value accounting. 
Recommendation for the adoption of CCA by the Sandilands Committee in the UK was considered 
to be a major step forward in the development of financial accounting as is reflected in the writings 
of McCosh and Vancil. 

Sandilands was a major break-through, in that it recognized that the relevant base point for profit 
generation was only incidentally related to the original investment but was primarily a function of 
the firm’s capacity to sustain its activities within the industry. 

The main features of CCA are: 

— The Sandilands Committee rejected the use of purchasing power units on the ground that 
they change in value from year to year and hence, under CCA, financial reports should 
continue to be drawn up in terms of monetary units. 

— The financial reports should show the ‘value to the business’ of the company’s assets at the 
balance sheet date. As regards ‘value to the business’ the committee adopted Bonbright’s"^^ 
familiar formula: 

The value of an asset to a company is its written down current replacement cost (current purchase 
price), except in situations where the written down current replacement cost is higher than both the 
economic value and the net realizable value, in which case the value of the asset to the company 
is the economic value or the net realizable value, whichever is higher. 

— The income for the year consists of the firm’s operating profits excluding all holding gains. 
This operating profit is arrived at after charging the ‘value to the business’ consumed during 
the period. This necessitates three adjustments to the historic cost profit namely, a stock or 
cost of sales adjustment; a depreciation adjustment; and a monetary working capital 
adjustment. 

(A fourth adjustment, known as the gearing adjustment is necessary to arrive at the current 
cost profit attributable to shareholders.) 

— Financial reports prepared in this manner should form the main accounts of the firm and 
not merely published as supplementary information. In addition, the net book value of the 
assets and depreciation for the year on a historic cost basis should be shown in notes to the 
financial reports. 

Thus under CCA, there would generally be a difference between the current cost operating 
profit and the current cost profit attributable to shareholders. Let us now examine the adjustments 
required in detail. 

(a) Cost of sales adjustment (COSA). This is the difference between the ‘value to the 
business* of the stock used, as at the date of sales, and its historic cost. The value to the business 
of the stock will normally be its replacement cost on the date of its consumption. Ideally, the 
current cost of sales should be determined with reference to each particular item. In actual practice, 
however, this would not be a pragmatic proposition and groups of similar items are generally 
used instead. The use of the average method is also recommended for the purpose in situations where 
the firm has a fairly regular pattern of sales, and the prices have also increased steadily during the 
period. 

To average out the changes in the cost of sales, it would be necessary to value the opening and 
closing inventories at the average cost for the year. The purchases which are already stated at average 
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price are adjusted by the revised values of opening and closing inventories. Let us take a simple 
example to illustrate the cost of sales adjustment: 


Historical data 

Rs 

Opening stock 

7,000 

Purchases 

46,000 


53,000 

Less: Closing stock 

10,800 

Cost of goods sold 

42,200 


Index for the cost of stock: 

At the beginning of the year, 100; 

End of the year, 120; and 
Average for the year, 110. 

Calculate the cost of sales adjustment. This will involve three steps: 

(i) Revise the opening and closing stock to average cost for the year; 


Opening stock 7,000 x = Rs 7,700 
Closing stock 10,800 x = Rs 9,900 


(ii) Compute the current cost of sales using the revised amounts of opening and closing stock. 


Opening stock 

Rs 7,700 

Add: Purchases 

Rs 46,000 

Less: Closing stock 

Rs 53,700 
Rs 9,900 

Cost of sales on current cost basis 

Rs 43,800 

(iii) Calculate cost of sales adjustment 

Cost of sales on current cost basis 

Rs 43,800 

Cost of sales on historic cost basis 

Rs 42,200 

Cost of sales adjustment 

Rs 1,600 


Alternatively, it may also be computed with the help of a formula: 


where: 


COSA= (CS - OS) - la 


CS 


OS 

1 ^. 


CS represents historical cost of closing stock 
OS represents historical cost of opening stock 
la represents average index number for the year 
lo represents index appropriate to opening stock and 
Ic represents index number appropriate to closing stock. 
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COSA = (10,800 - 7,000) - 110 


^10,800 

\ 


120 


= 3,800 - 110(90 - 70) 
= 3,800 - 2,200 
= Rs 1,600 


7,000 ' 
100 ^ 


(b) Depreciation adjustment. This adjustment represents the difference between the value to 
the business of the fixed assets ‘used up’ (under the appropriate depreciation assumption) and the 
historical cost depreciation charge. The total depreciation charge thus reflects the ‘value to the 
business’ of the part of the fixed assets consumed in earning the revenues of the period. It is 
significant to note that the accounting policy adopted for the purpose of calculating the historical cost 
profit should be followed when calculating the depreciation on the current cost of fixed assets. 
Estimation of the current cost of the asset necessitates not only revaluation but also calls for re¬ 
estimation of the asset’s useful life. The current cost depreciation charge will be computed by 
revising the depreciation charge in accordance with the change in the value of the asset. The shortfall 
of depreciation, i.e. current cost depreciation minus historical cost depreciation, also termed as 
backlog depreciation may be charged against revaluation surplus on fixed assets. 


(c) Monetary^ working capital adjustment (MWCA). The purpose of this adjustment is to 
ascertain the effects of changing prices on the financing requirements necessary to maintain the 
working capital applied to the day-to-day operations of the business. Monetary working capital 
consists of trade debtors, receivables, prepayments and trade bills plus stock not subjected to COSA, 
minus trade creditors. 

In some situations it may be appropriate to include part of bank balance and bank overdrafts 
in monetary working capital. There is a close relationship between monetary working capital adjustment 
and cost of sales adjustment pertaining to trade debtors and creditors. For instance, where credit sales 
take place, the changes in input prices have to be financed by the business until such time as these 
result in cash. In such situations, the part of MWCA related to trade debtors extends COSA to take 
care of this. Again, where materials and services are purchased on credit, the price changes during 
the credit period arc financed by the supplier. To the extent of credit provided, it will not be 
necessary for the business to find additional funds. This also reduces the need for a COSA and in 
some cases for a MWCA on debtors. This reduction is reflected in that part of MWCA which relates 
to trade creditors. It is, therefore, necessary that the method used to compute MWCA be compatible 
with that used for COSA. 

MWCA is a difficult concept and opinions differ with regard to its desirability. The several 
problems faced in its compulation include: 

— Determination of items to be included in monetary working capital. Since it should not 
include loans, idle money, or any non-operating items, this obviously leads to difficult 
distinctions in practice. 

— The second difficulty relates to use of index. It is suggested that a specific cost index be 
used as in the case of COSA. This would not necessarily be appropriate in all cases, for 
instance, if selling price goes up by 15 per cent and input costs go up by 10 per cent, then 
the money tied up in debtors i.e. the money the firm would have already had if trade debtors 
had paid immediately, has gone up by 15 per cent, not 10 per cent. 
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— MWCA is conceptually not very correct as it reduces the operating profit not by the cost 
of extra finance that would be required as a consequence of price level changes^ but by the 
amount of finance itself. In other words, it regards the additi(>nal amount of money that 
would be required as an expense, thus equating expense with increase in investment. 


(d) Gearing adjustment. The total assets of a business are generally financed from two sources: 
shareholders’ equity capital (including reserves of all kinds), and loans and borrowings from non> 
shareholders. The purpose of a gearing adjustment is, therefore, to allocate equitably the current cost 
adjustment made earlier so that the equity shareholders are not called upiwi to bear the entire burden 
of these adjustments. This is only logical since they have not financed the assets to which these 
adjustments pertain. The gearing adjustment therefore regulates the adjustments to ‘add back a bit’. 
To calculate the gearing adjustment, the basic procedure involved is: 


— Aggregate the adjustments made in arriving at the current cost operating profit (i.e. 
depreciation adjustment, COSA and MWCA) 

— Calculate the gearing ratio. The gearing ratio is the relationship between the average net 
borrowing (L) and the average total capital employed (i.e. the ordinary shareholders’ equity 
S + L) 


The gearing ratio = 


L 

L-fS 


— Multiply the total of the adjustments by the gearing ratio. 

The gearing adjustment is also a difficult concept and there is a lot of controversy about 
its desirability. If the entity view is adopted, (i.e. if we look at the business as a whole or an 
entity in itself) the gearing adjustment is unnecessary. The gains on borrowings arc not 
represented by any cash inflows to the business, hence their distribution as dividends to the shareholders 
is questionable as it would have the effect of reducing the ‘well-offness’ of the business. In other 
words, the ‘current cost profit’ attributable to shareholders does not generally disclose the 
amount that can be paid out as dividends without reducing the operating capacity of the business. In 
this regard, the current cost operating profit arrived at without the gearing adjustment gives a better 
picture from the point of view of capital maintenance concept of operating capacity. SSAP 16 
had also considered this relationship between current cost accounting and distribution policy. It states: 

The amounts that can prudently be distributed depend not only on profitability, but also on the 
availability of funds. This is so with all systems of accounting. When determining distribution 
policy, consideration must be given to factors not reflected in profit, such as capital expenditure 
plans, changes in the volume of working capital, the effect of funding requirements of changes in 
production methods and efficiency, liquidity, and new financing arrangements. The current cost 
profit attributable to shareholders should not be assumed to measure the amount that can prudently 
be distributed. Although ‘the impact of price changes on the shareholders’ interest in the net 
operating assets has been allowed for, the other factors still need to be considered. 

Thus, despite its conceptual superiority, the current cost accounting method failed to gain 
popularity on account of the practical difficulties involved in its implementation, particularly the 
gearing adjustment. 

Having examined the major price level adjustment methods prevalent, let us now turn to the 
problems of foreign inflation. 
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ACCOUNTING FOR FOREIGN INFLAIION 

In Chapter 4, we examined the controversy surrounding the appropriate translation method to be 
adopted by MNCs while consolidating the financial statements of their foreign subsidiaries. The 
phenomenon of global inflation adds a new dimension to the problem, because traditional methods 
of translation do not explicitly provide a cure for this malady. Hence, to provide meaningful information 
in the consolidated financial statements, the treatment of overseas inflation will entail stretching of 
the consolidation procedure to incorporate the adjustments for changing prices. A twofold procedure 
would therefore be necessary for consolidation purposes: 

1. Adjustment or restatement of the financial statements of the subsidiaries for changing prices, 
and 

2. Translation of the adjusted financial statements into the currency of the parent company. 

Differences of opinion exist not only with regard to the order in which the procedures would 
be employed while consolidating the financial statements of subsidiaries, but also with regard to the 
manner in which the restatements would be made. Some writers such as Zenoff and Zwick"^^, 
Parkinson"^, Shwayder'^^ and the Committee on International Accounting"^^ have recommended 
restatement of the subsidiary’s financial statements to GPP using a foreign index, followed by 
translation at the closing rate of exchange. There are others such as Lorensen and Rosenfield'*^ who 
opine that a superior approach would be to first translate the financial statements of the subsidiaries 
to the parent company currency and then restate of GPP for consolidation using the price index of 
the parent country. The APB Statement 3 also rejected the ‘restate and translate’ method for foreign 
subsidiaries included in consolidated financial statements of US companies."^^ 

A greater consensus, however, exists for current value accounting; Goudeket^*^, Parker^^ and the 
IASG^‘ all support the restate (CV)-translate approach. Nobes refers to an alternative approach for 
dealing simultaneously with translation and inflation, using purchasing power parities. The purchasing 
power parity (PPP) theory had been initially adopted by accountants as an alternative for exchange 
rates, particularly for measuring foreign exchange exposure (see Aliber and Stickney^^ and Patz).^^ 
The proponents of the PPP theory concede that exchange rates are affected not only by inflation but 
other factors also, such as interest rates, balance of payments, political climate of the country etc. 
Hence, they opine that the translate-restate (GPP) would be appropriate only for situations where 
exchange rate movements and relative price levels movements cancelled out. The recommendation 
to use the PPP theory has failed to gain general acceptance. Let us therefore examine in greater detail 
the two popular approaches in use. 

The Restate-Translate Approach 

As stated earlier, in the light of global inflation traditional translation methods which ignore the 
effects of rising price levels are inappropriate for managerial and investment decisions. To remedy 
this shortcoming 21enoff and Zwick proposed that the financial statements of the subsidiaries, be first 
restated to reflect changes in the purchasing power of the foreign currency unit and then u*anslated 
at the closing rate of exchange. The method affords certain advantages to the management of the 
MNCs and other users of financial statement. It is better suited to resource allocation as the management 
is able to evaluate the performance of the subsidiary in terms of the environment in which its assets 
are domiciled. Again, it provides a more appropriate measure of the performance of the subsidiary 
after providing for ‘maintenance’ of the affiliates assets. In cases of devaluation of the currency of 
a particular affiliate, the management is in a position to ascertain the effect of such currency devaluation. 
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The method is criticized for being inconsistent and less sound. Critics argue that it results in 
a unit of measure that reflects multiple standards in terms of general purchasing power. For instance, 
if an Indian multinational has subsidiaries in five different countries and were to adopt this method, 
the financial statements of its affiliates would be restated in terms of the general purchasing power 
in the different countries. When translated, it would result in rupees of mixed purchasing power. This, 
according to Choi, “results not only in information that is ambigut us but unintelligible and 
noncomparable as well. One reason for this is purportedly the fact that g«»ods and services generally 
purchased by a unit of money in one country are seldom the same as those generally purchased by 
a unit of money in another (the type of goods and services and the quantities purchased differ in each 
country)”."^ 

Lorensen and Rosenfield in their criticism of the Zenoff and Zwick model argue that the 
management of the company is not interested in the ability to buy the vast majority of goods and 
services sold in the country in which it is carrying out its function and is, therefore, not interested 
in the general purchasing power of the foreign country. 

The Translate-Restate Approach 

Critics of the restate-translate approach, therefore, recommend that foreign balances of the affiliates 
be first translated into the domestic currency of the parent and then restated for inflation using a 
parent country index. The method was originally proposed by APB Statement 3, which provided that 
foreign accounts are first translated into US dollars, then restated as their United States purchasing 
power equivalents, using the index of changes in the general price level in the United States. 

The method has the advantage that it not only reveals in the financial statement the effects of 
changes in foreign currency exchange rates but also discloses the effect of parent country inflation 
on the prospective returns to the parent company investors. It is also deemed to be consistent and 
theoretically more sound, since the consolidated statements prepared according to this method would 
be expressed in terms of a single standard of measure, namely the purchasing power of the parent 
country. 

The Lorensen and Rosenfield proposal is, however, not free from shortcomings. The restate- 
translate method provides a better measure of performance comparison of the subsidiaries situated 
in countries with different levels of inflation, and is also more appropriate for resource allocation 
decisions. Besides, it would be wrong to assume that investors and managers of the parent country 
are unaffected by inflation in the affiliate country. It would also be inappropriate in countries suffering 
from hyperinflation. The International Accounting Standard IAS 29, Reporting in Hyperinflationary 
Economies, also provides for the use of the restate-translate method in such situations. To quote 
para 33, 

A parent that reports in the currencies of hyperinflationary economy may have subsidiaries that also 
report in the currencies of hyperinflationary economies. The financial statement of any such subsidiary 
needs to be restated by applying a general price index of the country in whose currency its reports 
before it is included in the consolidated financial statements issued by its parent. Where such a 
subsidiary is a foreign subsidiary its restated financial statements are treated at closing rates. 

Since both the approaches suffer from certain shortcomings, the obvious question is — which 
construct is appropriate? The controversy can be resolved by addressing the issue from a decision- 
oriented framework. Maximization of the shareholders’ wealth is generally the primary objective of 
corporate managers. Shareholders and potential shareholders are interested in the value of a firm’s 
stock which, in turn, is a function of its discounted future dividend streams and the perceived 
riskiness of that return stream. It is thus essential for managers to maintain the level of a firm’s net 
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operating cash flows over time, which arc a function of both the firm’s physical and technological 
capacity to produce goods and services, and the prevailing prices in the factor and product market. 
Hence, in deciding which approach is better, preservation of the firm’s physical capacity to produce 
goods and services should be a significant factor. In the given scenario, specific price level adjustments 
would be more appropriate as against general price level adjustments. The restate(CV)-translate will 
be the preferred approach. Thus, the financial statements of all the subsidiaries, domestic and foreign, 
are restated to reflect specific price changes. This is followed by translation using closing rates. 

A greater consensus perhaps exists for this approach, as it seems less vulnerable to attack on 
theoretical or practical grounds. It scores over the other approaches in that it provides information 
which is more decision-relevant from the point of view of both management and investors. Since the 
financial statements of the subsidiaries are expressed in terms of a common unit i.e. current value 
equivalents, it facilitates better performance evaluation of the subsidiaries by the management and 
consolidated results prepared according to this method are more comparable. As already stated, 
management is mainly interested in the specific purchasing power of a concern, as against its ability 
to command goods and services in general. This method reflects the effects of inflation on the 
specific resources of the firm. A more equitable resource allocation within the corporate system is 
facilitated particularly when the general and specific price levels do not move in unison. 

These merits of the translate-restate method may lead some readers to conclude that the 
controversy is over and accountants can now shout, “Eureka”! This, unfortunately, is not true. Some 
writers question the validity of translating inflation-adjusted foreign financial statements at current 
exchange rates. According to them, this could lead to double accounting or a 'double dip’ since 
current exchange rates to some extent, mirror price level movements in both foreign and home 
countries. They, therefore, suggest the total rejections of the use of exchange rates as a medium of 
translation. 

Till such time as accountants lay their hands on a theoretically clean, controversy-free solution 
to the price level adjustment-translation problem, this method may be recommended as the more 
appropriate approach because, despite its limitations, it provides information which is more decision¬ 
relevant than other constructs. 

THE INDIAN EXPERIENCE 

India has too, been plagued with the problem of inflation for the last few decades. It is, therefore, 
appropriate to have an insight into the developments in this direction at different levels. 

Governmental Level 

The Indian Companies Act 1956 does not contain any specific provisions to take care of the impact 
of price level changes on the financial statements of companies. In 1977, the Economic Division of 
the Department of Economic Affairs of the Ministry of Finance, appointed a committee under the 
Chairmanship of Mr A. Bagchi, with the primary objective of examining the need and feasibility of 
inflation accounting in India. The Committee favoured the adoption of current cost.accounting in 
India, for adjustment for the effect of inflation. 

The tax laws in India do not permit depreciation provisions based on replacement cost. The 
Choksi Committee on Direct Tax Laws also did not favour the provision of depreciation on a 
replacement cost basis. However, in view of the prevailing inflationary trend in the country, the 
general rate of depreciation for tax purposes has been raised to 25 per cent on the written down value 
basis. 
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Schedule XIV to the Companies Act provides the minimum rates (both under the written down 
method and straight line method) at which a company is required to charge depreciation in its profit 
and loss account before declaring dividends. The rates of depreciation contained in the Schedule are 
lower than the rates of depreciation provided for under Income Tax Rules. The general rate according 
to the written down value method is 15 per cent. A company is thus able to reflect a better financial 
position in its financial statements without paying higher tax. 

Professional Level 

At the professional level, the attention of the Institute of Chartered Accountants of India was drawn 
to the problem in the 1980s. This concern culminated in the issuance of a guidance note by the 
Research Committee in 1982. The main objective of this guidance note is to encourage the adoption 
of accounting for changing prices, and to suggest a methodology relevant to the prevailing economic 
environment in India. The Committee considered the following proposals for accounting for changing 
prices: 

1. Periodic revaluation of fixed assets along with the adoption of the LIFO formula for inventory 
valuation. 

2. The current purchasing power accounting method (CPPA). 

3. The current cost accounting method (CCA). 

The committee made certain recommendations after examining these three methods in detail. 
It considered the CCA method to be the most appropriate in the economic environment in India. It 
did not favour CPPA for, though simple, it did not provide for the maintenance of operating capability 
of the enterprise. 

The Committee acknowledged that the introduction of a full-fledged system of CCA on a wide 
scale in India would take time. Hence, in the transitional phase it recommended the periodic revaluation 
of fixed assets alongwith the adoption of the LIFO formula for inventory valuation. This, it felt, 
would reflect the impact of changing prices substantially in case of manufacturing and trading 
enterprises. 

Considering the importance of the information regarding the impact of changing prices, it 
recommended that while primary financial statements should continue to be prepared and presented 
on the historical cost basis, supplementary information reflecting the effects of changing prices may 
also be provided for in the financial statements on a voluntary basis, at least by large enterprises. 

Further, since the presentation of statements adjusted for the impact of changing prices is 
voluntary, the enterprises may or may not get this information audited. The committee felt, however, 
that the audit of such statements would enhance their credibility. 

Corporate Level 

A few business corporations in India, particularly in the public sector have attempted to incorporate 
the effects of inflation in their accounts. This information is included as unaudited supplementary 
statements in the annual reports of the companies. In mqst of the cases the current cost accounting 
method is followed. 

Quite a few companies are also resorting to revaluation of their fixed assets, though it is not 
done with regular periodicity. The resultant increase is generally transferred to a revaluation reserve. 
In some cases, however, it is taken to the capital reserve. A specimen of the disclosure of revaluation 
of assets in the annual reports is given below: 
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Extract from the financial statements of the Dunlop India Ltd. 


Schedules to the Accounts 
Schedule 5—Fixed Assets 




Gross Block 
Revaluation 




Depre¬ 

ciation 

Net Block 


As on 
1.4.91 
(Rs 

crores) 

As on 
1.1.88 
(Rs 

crores) 

As on 
31.3.91 
(Rs 

crores) 

Additions 

(Rs 

crores) 

Deductions 

(Rs 

crores) 

As on 
30.6.92 
(Rs 

crores) 

As on 
30.6.92 
(Rs 

crores) 

As on 
30.6.92 
(Rs 

crores) 

As on 
31.3.91 
(Rs 

crores) 

Freehold Land* 

9.04 

4.22 

5.17 

0.27 

0.01 

18.69 

— 

18.69 

18.43 

Freehold Buildings 

26.60 

12.33 

13.88 

0.34 

— 

53.15 

12.97 

40.18 

42.08 

Leasehold Buildings 

0.13 

0.04 

— 

— 

— 

0.17 

0.03 

0.14 

0.14 

Plant & Machinery 

148.42 

65.87 

67.59 

7.22 

0.84 

288.26 

142.36 

145.90 

159.95 

Furniture & Fittings 

4.09 

— 

— 

0.30 

— 

4.39 

3.31 

1.08 

1.10 

Motor Vehicles 

1.60 

— 

— 

0.06 

0.06 

1.60 

1.35 

0.25 

0.26 


189.88 

82.46 

86.64 

8.19 

0.91 

366.26 

160.02 

206.24 

221.96 

Previous Year 

186.67 

82.50 

86.64 

3.63 

0.45 

358.99 

137.03 




* Includes Rs. 0.27 cfore in respect of which title deed in favour of the company is pending execution. 
Source: Annual Report Dunlop India Limited, 1991-92, p. 19. 


The notes to accounts clearly mention that fixed assets are stated at cost of acquisition or construction 
or at revalued amounts wherever such ^sets have been revalued (Note 17.1). 

It is further stated that the gross block of assets as on April 1, 1991 include revaluations 
as on December 31, 1971, January 1, 1981, December 31, 1984, January 1, 1988 and March 31, 1991 
carried out by approved valuers on the basis of net replacement value and consequential increase in 
value of fixed assets have correspondingly been credited to Revaluation Reserve in respective years. 
The depreciation charge for the period includes depreciation on the incremental value of 
Buildings and Plant and Machinery due to revaluation amounting to Rs 8.70 crores (Rs 6.48 crores 
for 1990-91) (Note 17.13). 

SUMMARY 

The changing value of the monetary unit as a result of change in price level has necessitated re¬ 
examination of the stable measuring unit assumption in accounting. There seems to be a unanimity 
on the shortcomings of historical cost accounts, particularly where price changes are significant. 
Numerous suggestions have been put forward for adjustments in historical cost accounts to incorporate 
the effect of price level changes. These range from partial solutions such as creation of reserves, 
revaluation of assets and the LIFO method of inventory valuation to more radical measures such as 
current value accounting. However, a clearly acceptable solution to the problem has yet to emerge. 

The phenomenon of global inflation has added a new dimension to the problem since traditional 
methods of translation do not provide a cure to this malady. Hence, the treatment of overseas 
inflation will entail stretching of the consolidation procedure to incorporate the adjustments for 
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changing prices. A twofold procedure would, therefore, be necessary for consolidation purposes: first 
adjusting for restating the financial statements of the subsidiaries for changing prices and then 
translating the adjusted financial statements into the currency of the parent company. Differences of 
opinion exist, not only with regard to the order in which the procedure >^ould be employed while 
consolidating but also regarding the manner in which the restatements would be made. 

The two approaches in vogue are: ‘restate-translate* and ‘translate-restaie*. Both these approaches 
suffer from a significant shortcoming in that they make use of general price level adjustments. Choi, 
therefore, suggests that specific price level adjustments would be more appropriate, followed by 
translation using closing rates. Some writers question the validity of using i urrent exchange rates for 
translation. However as already stated, until accountants lay their hands on a theoretically clear, 
controversy-free solution to the price level adjusted currency translation problem, this method may 
be recommended as the more appropriate solution, for, despite its limitation, n provides more decision¬ 
relevant information than other approaches. 

REVIEW QUESTIONS 

1. With the help of an example distinguish between general, specific, and relative price changes. 
If all prices increase by 10 per cent, and the price of product ‘X* increases by 30 per cent, what 
is the relative price increase per cent, of product X? 

2. “During periods of inflation, profits reported according to the traditional method of profit 
measurement, give a distorted picture of the performance of an enterprise.” Comment bringing 
out the factors responsible for the distortions, and their impact. 

3. Examine the appropriateness of ‘creation of reserves* as an inflation-accounting technique. How 
does it compare with revaluation of assets? 

4. Critically evaluate the LIFO method of inventory valuation as a mechanism for adjusting rising 
prices. 

5. “GPP converts an assembly of heterogeneous cost prices incapable of being compared with any 
degree of accuracy, into more comparable figures.*’ Comment bringing out the main features of 
GPP accounting. 

6. What do you understand by Replacement Cost Accounting? How does it compare with Realizable 
Value Accounting? 

7. Explain the term ‘value to the business* of assets in the context of Current Cost Accounting. 

8. “Recommendations for adoption of CCA by the Sandilands Committee in the UK was hailed 
as a major step forward in the development of financial accounting, yet the standard based on 
CCA did not meet with success** Comment. 

9. Distinguish between current cost operating profit and current cost profit attributable to 
shareholders. Also examine the rationale for the various adjustments that are required in 
determining current cost profit for an accounting period. 

10. Can CCA be regarded as a more appropriate mechanism of inflation accounting than GPP? If 
so, why? 

11. Do you think the present state of inflation in India necessitates accounting adjustments? If so, 
which method would you consider appropriate and why? 

12. When does the need for accounting for foreign inflation arise? Examine the two methods in 
vogue for accounting for it. 
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13. “The restate-translate method of accounting for foreign inflation is superior to the translate- 
restate method.** Comment. 

14. Which method of accounting for foreign inflation would you consider appropriate in case of 
countries suffering from hyperinflation? What are the provisions of IAS 29 in this regard? 

15. ‘The restate (CV)-translate approach suggested by Choi has set at rest the controversy surrounding 
the problem of foreign inflation.** Comment. 
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PROBLEMS 


1. Right started business on January 1, 1993 with an initial capital of equity shares worth 
Rs 2,400,000 and debentures worth Rs 400,000 carrying cumulative interest @ 12 per cent. On 
the same day, the company purchased a machine costing Rs 2,000,000 and stock (inventory) of 
goods worth Rs 800,000. The management decided to provide depreciation at the rate of 10 per 
cent. On June 30, 1993, one-half of the goods were sold for Rs 1,2(X)000. The movements in 
the price index during the year were: 

January 1, June 30 December 31 

General price index 100 120 132 

With this information, prepare the income statement and the balance sheet of the company for 
the year ending December 31, 1993, according to General Purchasing Power accounting. (Ignore 
income tax). 


2. The balance sheet of Startime Limited as on January 1, 1993 was as follows: 

Balance Sheet of Startime Limited as on January L 


Liabilities 

Rs 

Assets 

Rs 

Shareholders* fund: 


Fixed assets 

52,000 

Paid up capital 

40,000 

Less: Accumulated 
depreciation 

5,200 

Retained income 

11,000 

Current assets: 


Long-term loan 


Stock 

16,000 

6% debentures 

25,000 

Debtors 

23,000 

Current liabilities 

20,000 

96,000 

Cash 

10,200 


Rs 


46,800 


49,200 

96,000 


The profit and loss account of Startime Limited for the year ending December 31, 1993 and 
the balance sheet of the company as on that date prepared under the historical cost-based accounting 
are give below: 


Profit and Loss Account of Startime Limited for the year ending December 31^ 1993 


Rs Rs 


Rs 


Cost of sales: 

Opening stock 

16,000 

Purchases 

96,000 

Less: Closing stock 

112,000 

24,000 

Depreciation 

Expenses (including 
interest on debentures) 
Profit 



Sales 


88,000 

5,200 

6,800 

20,000 


120,000 


120,000 


120,000 
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Balance Sheet of Startime Limited as on December 31, 1993 


Liabilities 

Rs 

Rs 

Shareholder’s fund: 

Paid up capital 

40,000 


Retained earning 
Profit & Loss 

11,000 


appropriation 

Long term liabilities 

20,000 

71,000 

6% debentures 


25,000 

Current liabilities 


24,000 

120,000 


Assets 

Rs 

Rs 

Fixed assets 
(original value) 

Less: Accumulated 

52,000 


depreciation 

Current assets: 

10,400 

41,600 

Stock 

24,000 


Debtors 

39,000 


Cash 

15,400 

78,400 

120,000 


The price level index was 100 on the January 1, 1993 and it steadily increased to 140 at the 
end of the year. 

Stocks were purchased in two instalments. The index number was 120 when stocks of the first 
instalment were purchased for Rs 50,000, and 130 when the stocks of the second instalment were 
purchased for Rs 46,000; stocks were valued by the FIFO method. 

(a) Calculate the gain or loss arising from changes in purchasing power; 

(b) Prepare inflation-adjusted profit and loss statement for the year ended December 31, 1993; 
and 

(c) Prepare an inflation-adjusted balance sheet as on December 31, 1993 (ignore income tax). 



Chapter 7 


International Dimensions of 
Financial Reporting 


INTRODUCTION 

The last few decades have witnessed significant developments in the money and capital markets, that 
have triggered considerable change in the conventional patterns of financial investment. The capital 
needs of countries are being no longer met domestically and this has resulted in the internationalization 
of world capital markets. More and more companies are trotting the globe to peddle their securities, 
and transnational reporting becomes necessary as more investors transcend national boundaries and 
pour money into foreign securities. This chapter seeks to highlight the various practices prevailing, 
and the problems that arise in this connection. 

The expanding horizon of business activity in recent years has resulted in the rapid growth of 
international capital markets, cross-border mergers and acquisitions, and international commerce. 
This accelerating globalization of the world capital markets holds profound implications for accounting 
practices and policy. Companies entering foreign markets for customers and capital also list their 
securities on foreign stock exchanges to enhance their marketability. Consequently, they are required 
to report to existing and potential investors in different countries, giving rise to the need for and 
problems associated with transnational reporting. Expansion of international business is thus the 
primary factor responsible for the origin of transnational reporting. As Choi and Bavishi observe, 
“Whenever investors who are removed from the local scene have to read and interpret financial 
statements prepared according to local accounting norms, an international reporting problem can 
arise.”* Thus, as firms seek global markets for capital, accounting practitioners must wrestle with 
cross-border differences in language, reporting currencies, accounting conventions, disclosure 
requirements and auditing standards. 

VARIABLES THAT INFLUENCE TRANSNATIONAL REPORTING 

Reporting across borders is influenced by a number of considerations. Important among them are: 

1. Language and currency 

2. Accounting principles 

3. Disclosure requirements 

4. Auditing standards 

Language and Currency 

An enterprise would generally prepare its financial statements in the language, script and currency 
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of the country in which it is situated or the language commonly prevalent in that country. For 
instance, companies in India prepare their financial statements in English though a few companies 
particularly in the public sector have introduced the Hindi version also. Similarly, financial statements 
prepared in Japan would, by and large, be in the Japanese script and language. Consequently, few 
Indian users would be in a position to comprehend their key elements unless they were translated into 
English or Hindi. In other words, audiences-of-interest in one country find it difficult to understand 
what is being communicated by the producers of financial statements in another country. Some 
progressive companies that are interested in effective communication send translated versions of the 
financial statements for the benefit of their users. The pros and cons of such translations will be 
discussed in the next section dealing with prevalent practices. 

Besides language, the currency in which the financial statements are prepared poses a problem 
as well—probably of a greater dimension. For instance, financial statements prepared in India would 
obviously be in rupees, whereas the Japanese investor would be interested in knowing the profitability 
and worth of the company in yen. Similarly, the British investor would like to assess the performance 
of the company in pounds, and so on. It is extremely difficult for the Indian company to translate 
its financial statements into different currencies to suit the needs of all its foreign investors. However, 
some MNCs abroad do add a column in their financial statements wherein they indicate the values 
in a particular foreign currency at the current rate of exchange. This practice is termed as ‘translation 
for convenience*. Such translation in multiple currencies would, however, prove to be a costly and 
time-consuming exercise for the MNCs. 

Accounting Principles 

A more complicated problem encountered by the corporate accountant who deals with financial 
statements prepared in accordance with the requirements of countries other than the country of his 
domicile, is the significant difference in accounting principles from the ones to which he is accustomed. 
These differences may be conceptual or with regard to income determination or asset valuation etc. 
For instance, financial statements prepared by Indian companies would generally not be acceptable 
to investors in developed countries since they do not carry consolidated accounts, as they are not 
required to do so. Again, even though similar concepts may be prevalent in contiguous countries or 
a group of countries, it is practically impossible to find two countries with identical accounting 
practices. This situation imposes a big financial burden on the MNC reporting its performance to 
foreign audiences-of-interest. 

This is well reflected by Crock^ in his illustration of an international firm which offered its 
securities in the USA, Canada and the UK. The offer obviously required three sets of statements and 
the company incurred a cost of 2.8 million US dollars to raise 55.5 million US dollars, which works 
out to five per cent. Thus, in case of international ownership of companies the MNCs will face a 
problem in communicating with the foreign shareholders in an effective manner, as most of them 
would not be conversant with the accounting principles and practices prevailing in the country of the 
company’s origin. In the absence of understandable reporting, the effect of the communication is lost. 
As Bruyne observes: 

Financial information is a form of language. Unless the language is intelligible no benefit can be 
derived from it. And, if the language of financial information is to be put to use so that investment 
and credit decisions can more readily be taken, it should not only be intelligible, but should also 
be comparable.^ 

The diversity prevalent in accounting principles and practices makes comparison of financial 
statements difficult. The fact that international diversity exercises a decisive influence on capital 
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market decisions is reflected in a survey by Choi and Levich of 52 organizations headquartered in 
Japan, Switzerland, the UK, USA and Germany on behalf of institutional investors, corporate issuers, 
underwriters and regulators."^ They found that accounting differences are important and affect the 
capital market decisions of a significant number of market participants. A common set of universally 
acceptable accounting standards would perhaps be the ideal solution to this problem for, it would not 
only enhance the comparability of international financial informati< n but also eliminate the 
misunderstanding about the reliability of foreign financial statements. This is a Utopian dream probably 
not attainable in the near future. Some reporting companies have evolved a partial solution by either 
sending explanatory information along with the financial reports or by restating a portion of the 
financial statements to conform to the accounting practices prevalent in tlie country of the investor. 
This, however, is a costly proposition. 

Disclosure Requirements 

Disclosure of financial information is an essential ingredient of a properly functioning capital market. 
Consequently, a prominent feature of reporting regulations over the past two decades has been an 
explosion in the volume of the required financial disclosure. Increased corporate disclosure is said 
to provide the investors with a basis on which to judge a security. It improves the subjective 
probability distribution of the expected return from a security and reduces the risk associated with 
the return stream. Thus, it is in the interest of corporations turning to global capital markets for 
finance to make adequate disclosure to assist the investors in taking a decision to part with their 
money. Expanded disclosure is also instrumental in reducing the cost of capital since it helps to 
reduce the risk associated with the return. Besides, shareholders and creditors, the demand for more 
disclosure by MNCs is made by labour unions (who are interested in the security and welfare of the 
employees), the host country governments of the developing count»ies, (who tend to see the 
multinational as a direct challenge to their national sovereignity and are interested in monitoring the 
macroeconomic impact of the MNC’s activities) and the public at large which is concerned about the 
adverse environmental and social effect of the corporation’s operations. 

The demand for expanded disclosure by MNCs has, however, not been received favourably in 
all quarters. MNCs feel that while such disclosures would not enhance the utility of the financial 
statements, they would on the one hand increase their cost and on the other, hurt their competitive 
position. 

Since the demand for financial information comes from various sources, (shareholders, creditors, 
employees, government, analysts etc.) it is possible that the disclosure of particular information 
would have different connotations for different parties. For instance, detailed disclosure about new 
products proposed to be introduced would convey information about the future prospects of a company 
to its shareholders, but it might also reveal strategic information to competitors thereby reducing the 
disclosing company’s competitive advantage. This negative effect of disclosure is often referred to 
as a ‘proprietary cost’. In the presence of such a cost, a firm has to trade off the positive against the 
negative effects of disclosure."^ Some MNCs also feel that additional disclosure provisions applicable 
to them are discriminatory and give the domestic corporations an advantage. However, with the 
increased globalization of transnational corporations, investors and other users of financial statements 
have become more insistent on information disclosure and improved comparability. Certain international 
organizations have also directed their efforts towards tightening their regulatory grip on transnational 
disclosure practices.* Important among these are: 


♦ For more details see Chapter 8 on harmonization. 
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1. The UN Centre on Transnational Corporations, primarily an information-gathering agency 
of the Economic and Social Council (ECOSOC) established the Intergovernmental Working Group 
of Experts on International Standards of Accounting and Reporting (ISAR) in 1982, which is playing 
a pivotal role in developing guidelines for transnational corporations in the area of information 
disclosures and accounting practices. 

2. The Organization for Economic Cooperation and Development (OECD) is another 
supranational body comprising members from 24 nations, which is directing its efforts at greater 
levels of disclosure by transnational corporations. In 1976, the OECD published a ‘Code of Conduct 
for MNCs’ which was well received. Following this, the sub-committee of the OECD dealing with 
international investment and multinational enterprises set up a Working Group on Accounting Standards 
which is continuously engaged in promoting increased comparability of financial statements. 

3. The European Community is a regional economic union aimed at harmonizing economic, 
social, fiscal and monetary policies among its members countries. The fourth, seventh and eighth 
directives form the basis for accounting regulations in the Community and as these directives are 
fully implemented by national legislation, the degree of harmonization and transparency in financial 
reporting would improve. The creation of the European Accounting Forum by the EC in 1990 is 
hoped to further accelerate the process. 

4. The International Accounting Standards Committee, is an international organization established 
in 1973 with the primary objective of formulating basic standards that would be capable of rapid 
acceptance and implementation. The lASC has moved forward with great speed in issuing international 
accounting standards. The lASC had come under severe criticism for permitting alternatives in 
numerous areas of reporting practice. Consequently, under pressure from the International Organization 
of Securities and Exchange Commission (IOSCO) and other national regulators to reduce options in 
the IASs, the LASC released an ED 32, Comparability of Financial Statements in 1989.^ It is also 
undertaking an improvement project to ensure that its standards are sufficiently detailed and complete 
to ensure disclosure and achieve more transparency and improved comparability. It has revised 
standards 2, 8, 9, 11, 16, 18, 19, 21 and 23. 

5. The International Capital Markets Group, The Federation Internationale des Bourses de 
valeurs. The International Federation of Accountants and the International Bar Association’s Section 
on Business Law have agreed to cooperate with each other in studying aspects of the world capital 
markets. An important objective of this cooperation is the promotion of investor confidence 
internationally, and the enhancement of investor protection. One of the trial projects undertaken by 
the group focuses attention on the need for more comparability in financial statements. 

It will thus be seen that it will be difficult for the MNCs to resist pressure from these international 
organizations to provide greater transparency in their financial statements. 

National regulatory requirements. As firms enter foreign markets for capital, they also tend to 
weigh the costs and benefits of listing on foreign stock exchanges, for a number of financial, marketing 
and political benefits accrue to them as a consequence of such listing.* For most companies the costs 
associated with foreign listing arise mainly due to accounting and disclosure requirements. Regulatory 
authorities in many countries require foreign firms to prepare financial disclosures in accordance 


* For a more detailed examination of benefits of foreign listings, see Saudagaran, S.M. “An empirical study of 
selected factors influencing the decision to list on foreign stock exchanges". Journal of International Business 
Studies, Spring 1988, pp. 101-127. 
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with local reporting requirements. In most cases, companies have to incur substantial costs to comply 
with this requirement. To quote John Hennessy, a noted investment banker, “The cost of converting 
to US accounting standards is at least $ 1 million for a major Japanese or British Company.”^ Costs 
may also arise on account of the changes in the frequency of financial reporting e.g. some stock 
exchanges may require semi-annual or quarterly reporting. We shall now examine disclosure 
requirements in select countries. 

The United States of America. Reporting and regulatory requirements prevalent in the US are 
considered to be the most stringent throughout the world.* The SEC’s mandate to protect investors 
suggested that foreign firms listing in the US should provide the same financial information as domestic 
issuers, in accordance with the US generally accepted accounting principles (GAAP). Where a 
foreign firm’s financial statements were prepared in compliance with any other set of accounting 
rules, the firm was not only required to discuss the nature of the differences from US GAAP but also 
quantify material variations and to reconcile the income statement with earnings as they would 
appear under the US generally accepted accounting principles, as is reflected in the extract from the 
Canadian Pacific annual report in Exhibit 8.1. 

These stringent requirements placed the US stock exchanges at a comparative disadvantage 
relative to stock exchanges in other countries. This is reflected in the fact that over the past decade, 
stock exchanges in other countries have experienced dramatic growth as against those in the US. In 
April 1987, the Tokyo Stock Exchange surpassed the New York Stock Exchange in size as measured 
by the total capitalization of listed securities ($ 2.688 versus $ 2.672 trillion).® Expressing his concern 
over the situation, Hennessy, a leading investment banker observed, 

I think the SEC should greatly simplify the whole process of registration, disclosure and whether 
companies need to transform their accounts to American standards. These are all very provincial 
type rules. Somehow, in the European market we are able to float Japanese companies, Australian 
companies, Belgian, Finnish and Swiss companies. Accounting figures certified by accountants but 
with different types of national practices, are accepted by the market as legitimate. If you just 
looked at interest rates, European firms or governments could have raised money more cheaply in 
the US. So why are they going to the international market? It must be because the price they put 
on harassment and regulation makes the cheaper cost of the money not worth the effon. That is 
the only explanation I have.^ 

Similar concern was voiced by other leading authorities also. On account of the pressure from 
various quarters to enhance the competitiveness of the US exchanges, the SEC adopted the Integrated 
Disclosure System (IDS) in 1982,*^ which modified some of the disclosure requirements which irked 
the foreign users. These modifications include: 

1. Foreign firms have been permitted to prepare their financial statements using foreign GAAP 
as against the US generally accepted accounting principles, provided the foreign GAAP are part of 
a comprehensive set of standards. They are, however, required to quantify material differences 
between the amounts determined according to the foreign principles and those that would have 
resulted under SEC regulation S-X and the US GAAP. 

2. Firms using foreign GAAP may dispense with .the segment reporting requirement of US 
GAAP if they are not required to make such disclosures under their domestic standards. A narrative 


* A recent survey by Saudagaran and Biddle revealed that 142 managers and professionals actively involved in 
the foreign listing process ranked US requirements as the most stringent. See Financial Disclosure Requirements 
and Foreign Stock Exchange Listing Decisions, Working Paper, University of Washington, July 1991. 
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explanation is, however, necessary if a segment’s contribution to total profits is materially different 
from its share of revenues. 

3. The timeliness of requirements have also been relaxed and foreign issuers are now permitted 
to use financial statements that are upto six months old at the effective date of registration as 
compared to the US issuers who are generally required to provide financial statements no older than 
135 days at the date of filing. 

The European Community. Disclosure requirements in Britain are primarily contained in the 
Companies Act. For listed companies, however, there is a long history of stock exchange involvement 
in the development of reporting and disclosure standards. The Companies Act of 1948 was the basis 
of modern company legislation. It contained several detailed disclosure requirements, most important 
of them being the overriding requirement to show a ‘true and fair view’. Section 228 of the Companies 
Act of 1985 clearly specifies that the balance sheet shall give a true and fair view of the company 
at the end of the financial year and the profit and loss account shall give a true and fair view of the 
profit and loss of the company for the financial year. It further provides that if the balance sheet and 
profit and loss account drawn up in accordance with those requirements do not provide sufficient 
information to comply with this provision, any necessary additional information must be provided in 
the financial statement or in notes to the accounts. The Act, however, does not define precisely the 
meaning of ‘true and fair’. The fine tuning has been left to the accounting profession, either through 
published recommendations or by general practice. “ 

This flexible approach permitted in Britain under the 1985 Act was in sharp contrast to the 
traditional practice in the rest of the European continent. For instance, in France and Germany the 
emphasis was not on giving a fair or appropriate impression but on confirming that the legal 
requirements had been met. The German Companies Act 1965 laid emphasis on truth, not on truth 
and fairness. It also contained more detailed and specific requirements with regard to disclosure. 
However, as all the members of the European Community are committed to the harmonization of 
their accounting and reporting practices, they agreed upon a general framework published by the 
European Commission in 1978 as the Fourth Directive. An insight into the preparation of this 
directive makes interesting reading. The 1971 draft prepared before the UK joined the EC was in fact 
prepared by a German and clearly reflected a tilt towards the German Companies Act approach. The 
final draft in 1978 was, however, influenced by Britain’s entry and while it requires the financial 
statements to be drawn up in accordance with the detailed requirements of the directive, it also gives 
the ‘true and fair’ requirement the greater overriding importance it has enjoyed in the UK since 1948. 
Accordingly, the Companies Act of 1981 in the UK placed the contents of the Fourth Directive of 
the EC on the statute book specifying the format and contents of the financial statements much more 
precisely than were required under the previous law. 

In the new British Companies Act of 1989, a number of new disclosure requirements in relation 
to Groups have been introduced and changes made to the existing requirements. The most significant 
of the new requirements relate to acquisition, disposals and goodwill and appear to be intended to 
give a better indication of the effects of acquisition and disposals. 

The EC’s Fourth Directive on form and contents of financial statements thus sought to 
shift the emphasis of financial reporting from correctness and legality to fairness. Nobes, 
however, is of the opinion that the concept of fairness does not mean the same thing throughout the 
EC.‘^ 

The Seventh Directive of the EC relates to consolidation of financial statements and contains 
more stringent publication requirements, hence it may be expected to result in increased disclosure 
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by enterprises in most member States. Efforts arc also on for greater international coordination of 
stock exchange disclosure requirements under the auspices of the Federation Internationale des 
Bourses de valeurs, the international association of stock exchanges. 

Japan. A unique feature of the accounting regulatory system in Japan is its dual nature. All 
Japanese companies must prepare sets of accounts which meet the requirtments of the Commercial 
Code. In addition, listed companies are required to prepare a second annual report in accordance with 
the Securities and Exchange Law (SEL). The disclosure requirements undt r the SEL are deemed to 
be more extensive than the Commercial Code (CC). In December 198 however, the Japanese 
government responded to pressures to relax reporting requirements for lorcign firms. It adopted 
amendments to the ‘Enforcement Order of the SEL’ and to the ‘Minislcrkii Ordinance on the Audit 
Certificate of Financial Statements’ thereby eliminating the dual audit requirements for foreign 
companies listed on the Tokyo Stock Exchange. 

Prior to these amendments, listed foreign companies were required tc^ file a second audit report 
by a Japanese public accountant along with the financial statements audited in their home country. 
Under the revised provisions, a foreign company may be exempted from the requirement of dual 
audit if the Japanese Ministry of Finance considers the report of the foieign auditor adequate to 
protect the interest of the Japanese investors. 

Another relaxation accorded by the amendment of the SEL in May N84 is an extension in the 
timeliness requirement. The deadline for filing the financial statements has been extended from three 
months to within six months after the end of the fiscal year. 

India. The accounting regulatory system in India is also multidimensional. Disclosure requirements 
are primarily contained in the Companies Act, 1956. The provisions with regard to the form and 
contents of the balance sheet and profit and loss account are contained in Section 211. 
Besides, Section 217 requires a report by the board of directors to be attached to every balance 
sheet and the contents of the board’s report are also specified in the Act. As stated earlier, 
though consolidation is not a statutory requirement in India at present, companies are, however, required 
to include in the annual report a statement containing certain particulars with regard to their 
subsidiaries. 

Regarding disclosure of information by segments, the Act provides that the profit and loss 
account should disclose the turnover, giving the amount of sales for each class of goods dealt with 
by the company, indicating the quantity of such sales for each class separately. There is thus no 
provision for complete segment disclosure of assets etc. A provision does, however, exist for interim 
reporting. The Government has amended Clause 41 of the listing agreement between companies and 
stock exchanges to ensure adequate disclosure by the listed companies with regard to their financial 
performance. Accordingly, all listed companies are required to: 

1. Furnish unaudited financial results on a half-yearly basis in a preset form within two months 
of the expiry of the period, to the stock exchange where the company is listed. 

2. Advertise the details within 48 hours of the disclosure in at least one English national 

daily. 


Under the present proforma the company is required to: 

1. Give financial details for six months ended, for the corresponding six months in the previous 
year, and the details of the previous accounting year; 
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2. Issue the accounts as above signed by the managing director; 

3. Hold a board meeting and advertise its date at least 15 days in advance; 

4. Prepare the half-yearly accounts on the basis of the accrual accounting policy; 

5. Disclose separately any information relating to material changes in the company’s performance 
and furnish any other information which is material such as completion of expansion or diversification 
plans, changes in the management, or in the capital structure, which may have occurred within the 
six months. 

Where the aggregate of the first and second half-year’s unaudited results in respect of any item in 
the proforma varies by 20 per cent when compared to the audited results for the full year, the company 
will be required to explain the reasons for this to the stock exchange. The unaudited results for the 
second half-year need not be published in situations where the company intimates the stock exchange 
that it would publish its audited results within three months of the closure of the accounting year. 

The other regulatory authority is the standards setting body—the Accounting Standards Board, 
which has issued 15 standards,* which provide for disclosure on various aspects of accounting, such 
disclosure of accounting policies, depreciation policy, etc. 

The third dimension of regulation is the Securities and Exchange Board of India (SEBI), a 
nodal agency which is intended to protect the interests of investors and improve transparency in 
reporting practices of listed companies. 

The disclosure practices in India in the 1960s were primarily guided by compliance with the 
statutory requirements. This is also reflected in a study by Singhvi.*^^ Using an index of disclosure 
consisting of 34 items, he compared corporate disclosure in the annual reports in India with those 
in the United States in 1964-65. His findings were that: 

The disclosure of information in annual reports by listed companies in India was less adequate and 
less investor-oriented as compared to listed companies in the USA. Most of the Indian companies 
disclosed in their annual reports, the information which was required by law and the information 
which was required by law fell short of what was desired. 

Certain progressive companies in both the public and the private sectors, however, disclose 
much more than what is required by law. This was also the finding of the survey of accounting 
practices in India by Das Gupta in 1977.*** He based his findings on the annual reports of various 
companies over the years 1962 to 1976. He concluded that: 

Most of the companies publish what is minimum and in some cases even violate the provisions of 
law, but a few of the progressive companies like Indian Tobacco Company Limited, Hindustan Lever 
Limited, the Tata Group of companies and so on, which have always been ahead of the law and 
have paved the way to progress for other companies, give much more than this, and their efforts have 
been to provide the maximum information in an easily and readily intelligible form through schedules, 
charts and supplementary statements like the reports presented by companies in the USA, the UK 
and Australia. 

The Research Committee of the Institute of Chartered Accountants of India, however, 
expressed a different opinion, as reflected in its comments in ‘Precedents in Published Accounts’,*^ 
in 1981. 

Auditing Standards 

The function of audit is to lend credibility to the financial statements. In order to do so, the auditing 
profession itself needs a set of well-defined auditing standards. This is particularly so when the financial 

* For more details regarding the accounting standards issued, see Chapter 9. 
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statements prepared in one country are made use of by users in another country. A great deal of 
diversity prevails in the international audit environment.* However, as we progress towards 
harmonization and as international accounting standards acquire authority, it will become increasingly 
necessary to have a set of international auditing standards in conformity with them. As Stamp and 
Moonitz have remarked, 

Just as international investors can more readily comprehend a set of fina icial statements drawn 
up in another country if they are based upon a known set of international Dv counting standards, so 
also the confidence of such investors in financial statements prepared in a ^ ountry other than their 
own will be greater if they can also rely upon the standards adopted by tbv foreign auditor in his 
work. 

In the absence of generally accepted international standards, multinational corporations operating 
in different countries are put to a lot of inconvenience and financial bunlen as listing requirements 
in some countries may provide for dual audit. 

Having considered all the issues that complicate international financial reporting, let us now 
examine the practices prevailing with regard to these. 

REPORTING PRACTICES 

In the absence of standardization with regard to international financial reporting, multinational 
corporations operating in different parts of the world have adopted different practices to cater to the 
needs of the foreign audiences-of-interest. These practices may be broadly put into four 
categories, 

1. Translations for convenience 

2. Dual financial reporting 

3. Limited restatements 

4. Supplemental information. 

Translations for Convenience 

As stated earlier, in keeping with nationalistic and regulatory considerations, companies by and large 
prepare their annual accounts in the language and currency of the country of domicile, and the 
reporting is also done in the same manner. However, for the convenience of the foreign investors, 
they may translate the financial statements. This may take two forms: 

1. Language-translated 

2. Language- and currency-translated 

1. Language-translated reports and accounts. The first approach of translating only the language 
of the financial statements is adopted by a host of companies domiciled in non-English speaking 
countries, for example, Alfa-Laval in Sweden, The Olivetti Group in Italy, Daimler-Benz in Gerrnany, 
the CPR Group in France, AKER in Norway, and Qyadrum in Mexico. It must be mentioned here 
that under this approach, it is only the language which is translated, the currency, accounting principles 
etc., continue to be those of the company’s country of domicile. 


♦For more details on international audit environment, see Chapter 3. 
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2. Language- and currency-translated reports and accounts. This approach is an improvement 
over the first, as under it the language-translated financial statements contain adjacent to the column 
in the domestic currency, an additional column for figures translated in a foreign currency at the 
current rate of foreign exchange. This is done for the convenience of the foreign investors in the 
belief that this is what they would do if they were given a ‘language-translated only’ primary 
financial statement of the company’s country of domicile. The currency-translated figures are generally 
only for the current year. Exhibits 7.1 and 7.2 contain extracts from the annual report of OKI Electric 

Exhibit 7.1 Extract from the Annual Report of OKI Electric Industry Co. Ltd., 1991 


Consolidated Balance Sheets 

OKI Electric Industry Company Limited and consolidated subsidiaries March 31, 1991 and 1990 


Thousands of 
U.S. dollars 

Millions of yen (Note 2) 


ASSETS 

1991 

1990 

1991 

wurreni assets: 

Cash and cash equivalents 

72,886 

89.789 

516,916 

Time deposits 

714 

547 

5,058 

Marketable securities (Notes 4 and 8) 

72,140 

66,618 

511,633 

Notes and accounts receivable: 

Unconsolidated subsidiaries and affiliates 

43,006 

39,501 

305.0078 

Other 

148,930 

145,086 

1,056,243 

Less: Allowance for doubtful receivables 

(2,060) 

(1,892) 

(14,609) 

Inventories (Note 5) 

158,640 

133.752 

1,125,108 

Other current assets 

6,114 

4,824 

43,3616 

Total current assets 

500,370 

478,225 

3.548,723 

Investments and long-term receivables: 

Investments in and advances to unconsolidated 



subsidiaries and affiliates (Notes 6 and 8) 

29,251 

23,280 

207,453 

Other investments in securities (Note 7) 

12,187 

11,347 

86,432 

Other long-term receivables 

5,746 

5,207 

40.751 

Total investments and long-term receivables 

47,184 

39,834 

334,636 

Property, plant and equipment (Note 8): 

Land 

10,515 

9,738 

74,574 

Buildings 

87,444 

70,539 

620,170 

Machinery and equipment 

354.016 

311,169 

2,510,751 

Construction in progress 

24,425 

11,178 

173,237 


476.400 

402,624 

3,378,732 

Less. Accumulated depreciation 

(279.771) 

(240,080) 

(1,984,191) 

Property, plant and equipment—net 

196,629 

162,544 

1,394,531 

Prepaid expenses—non-current and other assets 

28,982 

24,490 

205,555 

Translation adjustments 

3,464 

— 

24,560 

Total assets 

776,630 

705.094 

5,508,014 


The accompanying notes are an integral part of these statements. 
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Exhibit 7.1 Extract from the Annual Report of OKI Electric Industry Co. Ltd., 1991 (Cont.) 


LIABILITIES AND SHAREHOLDERS’ EQUITY 

Current liabilities: 

Short-term bank loans (Note 8) 

Current portion of long-term debt (Note 8) 
Notes and accounts payable: 

Unconsolidated subsidiaries and affiliates 
Other 

Accrued income taxes (Note 9) 

Other accrued expenses 
Other current liabilities 

Total current liabilities 

Long-term liabilities: 

Long-term debt, less current portion (Note 8) 
Deferred exchange differences 
Liability for severance indemnities 
Deferred income taxes 
Other long-term liabilities 

Total long-term liabilities 

Translation adjustments 

Minority interests In consolidated subsidiaries 

Shareholders’ equity; 

Common stock, ¥50 par value 
Authorized —2,400,000,000 shares 
Issued 1991—607,854,500 shares 
1990— 595,914,878 shares 
Capital surplus 
Legal reserve (Note 10) 

Special reserves (Note 11) 

Retained earnings 
Less: Treasury common stock, 
at cost-^,794 shares 
In 1991 and 9,725 shares in 1990 

Total shareholders’ equity 
Contingent liabilities (Note 15) 

Total liabilities and shareholders’ equity 


Thousands of 

Millions of yen U.S. dollars 

(Note 2) 


1991 

199(: 

1991 

141,257 

128,36*) 

1,001,822 

10,262 

16,56T 

72,780 

18,659 

14,63i 

132,344 

112,696 

97,028 

799,256 

7,651 

8,379 

54,263 

45,337 

39,839 

321,531 

10,444 

10,293 

74,074 

346,306 

315,100 

2,456,070 

212,132 

181,400 

1,504,482 

1,507 

2,175 

10,687 

15,458 

13,917 

109,631 

474 

149 

3,361 

245 

549 

1,739 

229,816 

198,190 

1,629,900 

— 

3,360 

— 

7.633 

8,241 

54,137 


66,498 

— 

471,617 

— 

61,611 

— 

69,793 

64,915 

494,975 

4,989 

4,567 

35,388 

18,326 

10,817 

129,974 

33,272 

38,303 

235,974 

(3) 

(10) 

(21) 

192.875 

180,203 

1,367.907 


776,630 

705,094 

5,508,014 


Source: Annual Report of OKI Electric Industry Co. Ltd., Tokyo, Japan, 1991, pp. 22-23. 
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Exhibit 7.2 Extract from the Annual Report of OKI Electric Industry Co. Ltd., 1991 


Consolidated Statements of Income 

OKI Electric Industry Company Limited and consolidated subsidiaries 
Years ended March 31,1991,1990 and 1989 

Thousands of 
U.S. dollars 


Millions of yen 


(Note 2) 

1991 1990 

1989 

1991 


Net sales 

660,923 

629,906 

555,521 

4,687,397 

Cost of sales 

477.546 

459,289 

400,763 

3,386,851 

Gross profit 

183,377 

170,617 

154,758 

1,300,546 

Selling, general and administrative expenses 

151,210 

132,797 

118,701 

1,072,412 

Operating income 

32,167 

37,820 

36,057 

228,134 

Other income (expense): 





Interest expense 

(18,385) 

(13,158) 

(11,050) 

(130,390) 

Interest and dividend income 

7,698 

7,114 

4,482 

54,595 

Foreign exchange gain, net 

Gain from sales or disposition of marketable 

944 

2,550 

165 

6,695 

securities, investments in subsidiaries 
and investments in securities 

3,562 

644 

228 

25,262 

Bond issue expenses 

(395) 

(2,130) 

(1.910) 

(2,801) 

Other, net 

(3,065) 

(3,345) 

(2,793) 

(21,736) 

' .. • 'v 

'Incdpid before inconltf*t0i^,^inority intqtesjs 

< (9,641) 

(8,325) 

(10,879) 

(68,375) 

*• 

‘ - V. 



and equity In earnings of 

22,526 

29f494 

25,178 

159,759 

Income taxes (Note 9) 

Income before minority interests and 

12,956 

13,475 

10,627 

91,879 

9,570 

16,019 

14,551 

67,880 

equity in earnings of affiliates 

Minority interests in earnings of 

consolidated subsidiaries 

(754) 

(601) 

(190) 

(5,354) 

Equity in earnings of affiliates 

1,049 

950 

958 

7,438 

Net income 

9,865 

16,368 

15,319 

69,964 


The accompanying notes are an integral part of these statements. 


Source: Annual Report of OKI Electric Industry Co. Ltd., Tokyo, Japan, p. 24, 1991. 


Industry Co. Ltd of Japan. The company gives US dollar-translated values in the companies balance 
sheet, income statement, statement of shareholders’ equity, the statement of cash flows and the 
current year’s figures in the eleven-year summary. However, only the balance sheet and income 
statement have been included here as a sample of such translations. 

Dual Financial Reporting 

This approach was recommended by the Accountants’ International Study Group in the early 
seventies.It entails the preparation of two, (a primary and a secondary) sets of financial statements 
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by the companies. Primary financial statements are based on the accounting and reporting standards 
of the company’s country of domicile, expressed in the language and currency of that country. 
Secondary statements, on the other hand, are statements prepared specifically for audiences-of- 
interest in foreign countries, having one or more of the following characteristics: 

1. They are based on the accounting and reporting standards of another country. 

2. They are translated into a foreign currency. 

3. They are translated into a language other than the language of .he reporting company’s 
country of domicile. 

4. The independent auditor’s report on the financial statements is . xpressed in a form not 
commonly used in the reporting company’s country of domicile. 

Such secondary statements would, however, not be necessary in situations where the primary 
statements contain information adequate to the needs of the foreign users 

Limited Restatements 

Quite a few companies adopt this practice and restate or adjust the income figures according to the 
generally accepted accounting principles in another country to which the foreign audicnces-of-interests 
belong. For instance, the IPSCO Inc of Canada not only reconciles the net income (loss) as per 
GAAP in the USA but also explains the significant differences (see Exhibit 7.3). Similarly, SKF in 

Exhibit 7.3 Extract from the Annual Report of IPSCO Inc. Regina, Canada, 1991 

Significant Differences Between Canadian and United States Generally Accepted Accounting Principles 
(GAAP) 

(a) Reconciliation of net income (loss) between accounting principles generally accepted in Canada 
and the United States: 



1991 

1990 

1989 

Net income (loss) as reported (i) 

Reduction of deferred tax loss benefits (ii) 

$36,348 

(2,288) 

$(4,772) 

(3,826) 

$19,329 

(2.450) 

Net income (loss) in accordance with U.S. GAAP 

$34,060 

$(8,598) 

$16,879 

Earnings per common share: 

United States—primary and fully diluted 

$2.35 

$(.60) 

$1.18 

Common stock equivalents 

14,466,081 

14,283,659 

14,285,150 


(i) Included In net Income (loss) as reported in 1990 of ($4,772) are non-recurring expenses of 
$34,232. Under U.S. GAAP these would be included in expenses which would then total 
$469,385. 

(ii) Under Canadian GAAP the company records foreign deferred tax loss benefits which have 
been reversed to comply with U.S. GAAP. 

(b) As a result of the Canadian/U.S.GAAP reconciliation and additional disclosure requirements under 
U.S. GAAP, the consolidated statement of financial position changes are: 

Amount as adjusted to conform with U.S. GAAP 
1991 1990 


Income taxes allocated to future years 
Common shareholders’ equity 


$36,911 

259,152 


$31,053 

228,950 
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Exhibit 7.3 Extract from the Annual Report of IPSCO Inc. Regina, Canada, 1991 (Cont.) 


(c) Statement of Financial Accounting Standards (“SFAS”) No. 95 “Statement of Cash Flows” defines 
under U.S. GAAP cash and cash equivalents to include only demand deposits and short term 
investments with a maturity of three months or less when purchased. In addition, SFAS No. 95 
requires that dividends be classified as a financing activity. These changes would result in cash 
derived from (applied to) financing activities to be $(3,858), $2,331 and $(15,605) in 1991, 1990, 
and 1989 respectively and the cash position as at 31 December 1990 to be nil. 

(d) Additional disclosure required under U.S. GAAP: 

(i) The company has not determined the Impact of adopting SFAS No. 96 “Accounting for 
Income Taxes” on the U.S. GAAP operating results and financial position. 

(ii) Following U.S. GAAP the accumulated benefit obligation in the company’s pension plans 
would have been approximately $64,000, $49,000 and $50,000 In 1991, 1990, and 1989 
respectively. 

Source: Annual Report of IPSCO Inc., Regina, Canada, pp. 23-24, 1991. 


Sweden gives a detailed note explaining the adjustments that the application of the US GAAP would 
reflect and also quantifies them as will be seen from the sample extracts from the annual report of 
the company given as Exhibits 7.4-7.6. 

Exhibit 7.4 Extract from the Annual Report of SKF Group, Goteborg, Sweden, 1989 


Note 26. United States generally accepted accounting principles (U.S. GAAP) 

An annual report. Form 20-F, is filed with the Securities and Exchange Commission, USA. 
Application of U.S. GAAP will reflect the following adjustments: 

7. Deferred income taxes 

There is no requirement for recognition of deferred income taxes under Swedish accounting 
practice. U.S. GAAP requires deferred tax allocation on ail significant timing differences, including 
the allocations to untaxed reserves. However, net income and adjusted shareholders’ equity are 
calculated after consideration of deferred income taxes, and consequently no adjustment needs 
to be made for such taxes when applying U.S. GAAP. 

Adjustments for deferred income taxes in this note are mainly caused by some of the entries 
below. 

2. Revaluation of assets 

In certain countries, assets have been revalued at an amount in excess of cost, thereby 
affecting depreciation. U.S. GAAP does not permit the revaluation of assets in the primary financial 
statements. 

3. Capitalization of interest expense 

In accordance with Swedish accounting practice, the SKF Group has not capitalized interest 
expense incurred in connection with the financing of construction of property, plant and equipment. 
Such interest expense has affected net income directly. According to U.S. GAAP such expense 
is required to be capitalized. 

4. Accounting for early termination benefits 

As described in note 19, certain subsidiaries allocate the costs of early termination benefits over 
several years. U.S. GAAP requires costs for early termination benefits to be expensed in the year 
when benefits are accepted by the employees. 

5. Gain on sale of real estate 

During 1987 and 1989 part of the real estate in Goteborg was sold, with a gain of 244 and 236 
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Exhibit 7.4 Extract from the Annual Report of SKF Group, Goteborg, Sweden, 1989 (Cont.) 


million Swedish kronor respectively. The property is leased back by SKF who also have an option 
to repurchase it in the future. 

Under U.S. GAAP, a sale under these terms shall be accounted for as a financial arrangement 
where the book value of the property is maintained, and depreciation follows the original plan. The 
proceeds received are recorded as a liability, and leasing costs paid are regarded as Interest and 
amortization. 

6. Pensions 

Periodic pension cost and the related pension liability is calculated by the subsidiaries according 
to local laws and accounting principles. Under U.S. GAAP, the periodic pension cost and related 
pension liability should be calculated according to FASB 87. 


Source: Annual Report of SKF Group, GOteborg, Sweden, p. 17, 1989. 

Exhibit 7.5 Extract from the Annual Report of SKF Group, Goteborg, Sweden, 1989 


Application of U.S. GAAP would have the following approximate effects on the consolidated net 
income and shareholders’ equity. 



1988 

1989 

Net income as reported in the consoiidated income statements 

979 

1,513 

Items increasing/decreasing net income: 



Deferred income taxes 

-26 

17 

Depreciation on revaluation of assets Including effect In 



connection with sale 

36 

128 

Capitalization of interest expense 

-7 

- 13 

Early termination benefits 

- 3 

- 2 

Gain on sale of real estate 

10 

- 235 

Pensions 

— 

-9 

Net increase/decrease in net Income 

10 

- 114 

Approximate net income in accordance with U.S. GAAP 

989 

1,399 

Earnings per share, Swedish kronor: 



Income before extraordinary items 

8.65 

15.10 

Extraordinary income and expense 

0.50 

-2.15 

Approximate earnings per share in Swedish kronor in accordance 



with U.S. GAAP 

9.15 

12.95 

Weighted average number of shares used to compute earnings 



per share (in thousands) 

108,000 

108,016 

Adjusted shareholders’ equity as reported in the consolidated 



balance sheets 

10,072 

11,444 

Items Increasing/decreasing reported adjusted equity: 



Deferred income taxes 

-9 

14 

Revaluation of assets 

-355 

-237 

Capitalization of interest expense 

104 

92 

Early termination benefits 

-13 

-16 

Gain on sale of real estate 

-234 

-468 

Pensions 

— 

-10 

Net decrease in reported adjusted shareholders’ equity 

-507 

-625 

Approximate shareholders’ equity In accordance with U.S. GAAP 

9,565 

10,819 


Source: Annual Report of SKF Group, G6teborg, Sweden, p. 18. 1989. 
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Exhibit 7.6 Extract from the Annual Report of SKF Group, Goteborg, Sweden, 1989 


The following is a summary of the consolidated balance sheets and the related approximate amounts 
after adjustments to conform with U.S. GAAP: 


As reported in the Approximate amounts 

consolidated balance as adjusted to conform 



sheets 

1988 1989 

with U.S. 

1988 

GAAP 

1989 

Current financial assets 

3,611 

3,417 

3,611 

3,417 

Inventories 

7,130 

8,382 

7,130 

8,382 

Other current assets 

5,020 

5,603 

5,020 

5,603 

Investments 

801 

853 

799 

851 

Property, plant and equipment 

7,032 

7,504 

6,822 

7,412 

Other capital assets 

995 

1,166 

995 

1,688 

Total assets 

24,589 

26,925 

24,377 

27,353 

Short-term borrowings 

2,890 

2,417 

2,890 

2,417 

Other current liabilities 

4,918 

5,680 

4,918 

5,680 

Long-term borrowings 

1,989 

1,940 

2,262 

2,459 

Provisions for employee indemnities 

and retirements 

3,088 

3,479 

3,101 

4,027 

Other long-term liabilities 

202 

295 

202 

295 

Deferred Income taxes 

1,305 

1,524 

1,314 

1,510 

Minority interest 

125 

146 

125 

146 

Adjusted shareholders’ equity 

10,072 

11,444 

9,565 

10,819 

Total liabilities and 

shareholders' equity 

24,589 

26,925 

24,377 

27,353 

Source: Annual Report of SKF Group, G6teborg 

1 , Sweden, p. 

18, 1989. 




A Norwegian company interestingly explains the difference between the international accounting 
standards and the Norwegian standards and also gives a statement showing the reconciliation of 
accounts cast according to Norwegian accountings standards with international accounting standards. 
(See Exhibits 7.7-7.9 and Appendix A for explanation of differences.) 

Supplemental Information 

Under this practice, the companies provide the users of the financial statements with additional 
information which may assist them in understanding the basis according to which the financial 
statements have been prepared. Swedish companies generally enclose along with the financial 
statements, a booklet on, ‘Understanding Swedish Financial Statements’. Foreign audiences-of- 
interest are thus able to understand the financial statements with the help of the information given 
in the booklet. (See Appendix B for specimen of key enclosed by the Swedish companies.) 

Appraisal of the Different Practices 

The convenience translation approach does not involve much effort on the part of those who prepare 
the financial statements, and at the same lime it makes them intelligible to the users as far as the 
language is concerned. Currency-translated Hnancial statements have an edge over the ‘only language 
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Exhibit 7.7 Extract from Annual Report of Statoil Group, 1993 


INCOME STATEMENT—STATOIL GROUP 

Norwegian Accounting 

Standards 

NOK million International Accounting Standards 

1991 

1992 

1993 

Sales and other operating 

1993 

1992 

1991 




revenue 




85,073 

86,268 

92,876 

Operating revenue 

92,8 re 

86,268 

85,073 

(10,515) 

(11,742) 

(11,819) 

Sales tax, excise duties (11,8i9) (11,742) 

(10,515) 

74,558 

74,526 

81,057 

Net operating revenue (2,3) 

81.0S7 

74,526 

74,558 




Operating costs 




34,049 

33,774 

38,559 

Cost of sales 

Payroll and other operating 

38,5S9 

33,774 

34,049 

19,510 

20,117 

21,705 

costs (4,5) 

21,705 

20,117 

19,510 

1,695 

1,840 

1,702 

Exploration costs (6) 

1,427 

1,508 

1,421 

5,872 

6,078 

6,464 

Depreciation (7) 

6,937 

6,552 

6,340 

61,126 

61,809 

68,430 

Total operating costs 

68,628 

61,951 

61,320 

13,432 

12,717 

12,627 

Operating profit 

12,429 

12,575 

13,238 




Share of profits in associated 




207 

7 

283 

companies 

283 

7 

207 

(877) 

(1.768) 

(1.604) 

Financial items (8,9) 

(732) 

(2,698) 

(254) 

12,762 

10,956 

11,306 

Profit before taxation (19) 

11,980 

9,884 

13,191 

8,642 

8,464 

8,297 

Taxation (10) 

8,580 

7,581 

8,932 

5 

3 

6 

Minority shareholders’ interests 

6 

3 

5 

4,115 

2,489 

3,003 

Net profit for the year 

3,394 

2,300 

4,254 

Source: Annual Report of Statoil Group, Stavanger, Norway, p. 15, 1993. 





Exhibit 7.8 Extract from Annual Report of Statoil Group, 

1993 



BALANCE SHEET — STATOIL GROUP at 31 

December 



Norwegian Accounting 

Standards 

NOK million International Accounting Standards 

1991 

1992 

1993 

Assets 

1993 

1992 

1991 




Fixd assets 

Property, plant 




51,772 

54,951 

59,965 

and equipment (2,7) 

66,945 

61,488 

57,838 




Shares and long-term investments 






Investments in a^ociated 




352 

338 

487 

companies (12) 

Investments in other 

487 

338 

352 

1,539 

1,078 

1,128 

companies (12) 

1,128 

1,078 

1,539 

1,030 

1,162 

1,421 

Long-term investments (5) 

1,421 

1,162 

1,030 

54,693 

57,529 

63,001 

Total fixed assets 

69,981 

64,066 

60,759 
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Exhibit 7.8 Extract from Annual Report of Statoil Group 1993 (Cont.) 

_ BALANCE SHEET — STATOIL GROUP at 31 December _ 

Norwegian Accounting Standards NOK million International Accounting Standards 


1991 

1992 

1993 


1993 

1992 

1991 




Current assets 







Stocks 




807 

1 257 

1,442 

Raw materials 

1,442 

1,257 

807 

1,851 

1,863 

1,530 

Finished products 

1,530 

1,863 

1,851 




Short-term receivables 




10,338 

11,011 

10,551 

Accounts receivable 

10,551 

11,011 

10,338 

3,627 

3,090 

3,808 

Other short-term receivables 

3,808 

3,090 

3,627 




Liquid assets (11) 




3,062 

5,120 

2,396 

Bank deposits 

2,396 

5,120 

3,062 

2,232 

2,157 

3,058 

Other liquid assets 

3,297 

2,157 

2,232 

21,917 

24,498 

22,785 

Total current assets 

23,024 

24,498 

21,917 

76,610 

82,027 

85,786 

Total assets 

93,005 

88,564 

82,676 




Liabilities and shareholder’s 

equity 






Current liabilities 







Current interest-bearing 




3,854 

4,148 

5,984 

debt (13) 

5,984 

4,148 

3,854 

7,149 

7,856 

6,457 

Accounts payable 

6,457 

7,856 

7,149 

3,384 

3,802 

3,133 

Taxes payable (10) 

3,133 

3,802 

3,384 

1,402 

1,252 

1,076 

Dividend payable 

1,076 

1,252 

1,402 

6,023 

5,347 

5,579 

Other current liabilities 

5,579 

5,347 

6,023 

21,812 

22,405 

22,229 

Total current liabilities 

22,229 

22,405 

21,812 




Long-term liabilities 




18,287 

20,465 

19.758 

Long-term loans (14) 

19,758 

20,458 

16,756 




Other long-term 




2,535 

3,039 

3,937 

liabilities (5, 15) 

3,937 

3,039 

2,535 

12,681 

13,649 

15,480 

Deferred taxation (10) 

20,530 

18,418 

18,327 

33,503 

37,153 

39,175 

Total long-term liabilities 

44,225 

41,915 

37,618 

36 

39 

44 

Minority shareholders’ Interest 

44 

39 

36 




Shareholder’s equity (16,19) 




4,940 

4,940 

4,940 

Share capital 

4,940 

4,940 

4,940 

16,319 

17,490 

19,398 

Retained earnings 

21,567 

19,265 

18,270 

21,259 

22,430 

24,338 

Total shareholder’s equity 

26.507 

24.205 

23,210 




Total liabilities and 




76,610 

82,027 

85,786 

shareholder’s equity 

93,005 

88,564 

82,676 


Guarantees and secured liabilities (17) 
Other liabilities and commitments (18) 
Stavanger, 10 February 1994 


Source. Annual Report of Statoil Group, Stavanger, Norway, pp. 16-17, 1993. 
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Exhibit 7.9 Extract from Annual Report of Statoil Group, 1993 


CASH FLOW STATEMENT - STATOIL GROUP 


Norwegian Accounting Standards 

NOK million International Accounting Standards 

1991 

1992 

1993 

Cash flow from/(to) operating 
activities 

199S 

1992 

1991 

75,709 

73,853 

81,517 

Cash receipts from operations 

81,517 

73,853 

75,709 

(55,893) 

(54,658) 

(61,909) 

Disbursements to operations (61,4 9) 

(54,410) 

(55,619) 

(924) 

(164) 

(758) 

Net financial disbursements 

(1-0) 

513 

(478) 

(8,227) 

(7,045) 

(7,348) 

Taxes paid 

(7.3-i8) 

(7.045) 

(8,227) 




Net cash flow from operating 




10,665 

11,986 

11,502 

activities 

12,5‘^0 

12,911 

11,385 




Cash flow from/(to) investing 
activities 




(9,705) 

(9,684) 

(12,339) 

Acquisitions of fixed assets (13,427) 

(10,609) 

(10,425) 




Sale of property, plant. 




518 

311 

121 

equipment 

Net cash flow to 

121 

311 

518 

(9,187) 

(9.373) 

(12,218) 

investing activities (13,306) 

(10,298) 

(9,907) 




Cash flow froiT)/(to) financing 
activities 




(585) 

75 

(900) 

Change in other liquid assets 

(900) 

75 

(585) 

199 

212 

750 

Change in short-term debt 

750 

212 

199 

1,473 

3,331 

3,142 

New long-term loans 

3,142 

3,331 

1,473 

(2,583) 

(2,771) 

(3,747) 

Reduction In long-term debt 

(3,747) 

(2,771) 

(2,583) 

(1,500) 

(1,402) 

(1.253) 

Dividend paid 

(1,253) 

(1,402) 

(1.500) 




Net cash flow to financing 




(2,996) 

(555) 

(2,008) 

activities 

(2,008) 

(555) 

(2,996) 

(1.518) 

2,058 

(2.724) 

Net changes in bank deposits 

(2.724) 

2,058 

(1.518) 

4,580 

3,062 

5,120 

Bank deposits at 1 January 

5.120 

3.062 

4,580 

3,062 

5,120 

2,396 

Bank deposits at 31 December 

2,396 

5,120 

3,062 


Source: Annual Report of Statoil Group, Stavanger, Norway, p. 18, 1993. 

translated’ statements, from the point of view of the users. They are, however, likely to mislead the 
users with regard to the basis on which they have been prepared, particularly in the case of currency 
translations. This shortcoming can be overcome by appending a note to the financial statements, 
specifying the rates at which the currency translations have been effected and the fact that translation 
of currency does not reflect adoption of the GAAP of the country into whose currency the figures 
have been translated. 

Though dual financial statements impose a financial burden on the multinational corporations; 
the practice would certainly improve the quality of the statements as they would cater to specific 
audiences-of-interest. As Choi and Mueller rightly opine, “Specific recognition of reader audiences 
for primary and secondary reports should increase the information content (and therefore quality) of 
both types of financial statements.”*® 




182 


INTERNATIONAL ACCOUNTING 


Limited restatements, no doubt provide the foreign investors with an earnings figure which 
facilitates comparison of the performance of the enterprise with that of other domestic enterprises. 
Sych an exercise, however, involves considerable cost and effort on the part of the reporting company 
and can, therefore, be undertaken only for investors in a specific country. 

Providing the users with additional information to enable them to understand the financial 
statements is a laudable practice, as all portfolio investors are generally not conversant with all the 
national accounting standards and considerable effort has to be put in by the foreign users to understand 
the statements and quantitatively reconcile the differences, particularly if they lack technical experti.se 
necessary for the purpose. 

Of the four practices, the limited restatements of financial statements is perhaps the most 
effective from the point of view of the users, but as staled earlier it would be possible to use this 
method only in respect of a limited number of countries. Despite their limitations, all the approaches 
do add some value to the foreign financial statements for the foreign reader as compared to primary 
financial statements prepared in the language, currency, and according to the accounting practices of 
the country of the reporting company. The ultimate solution would lie in more effective application 
of International Accounting Standards leading to uniform practices. 

SUMMARY 

The rapid growth in international capital markets over the last decade has profound implications for 
accounting and reporting practices. As enterpri.ses turn to global markets for capital, accounting 
practitioners must wrestle with cross-border differences in language, currency, accounting conventions, 
diwsclosure requirements and auditing standards. The listing requirements of different national stock 
exchanges also add to the woes of the MNCs. The practices generally resorted to by transnational 
corporations when reporting to foreign readers include, translation for conveniences, dual financial 
reporting, limited restatements, and supplemental information. All these practices suffer from certain 
shortcomings. A complete solution to the problems would ultimately lie in a uniform .set of accounting 
practices to be adopted by all countries. 

REVIEW QUESTIONS 

1. “As enterprises seek global capital markets for finance the corporate accountants have to wre.stie 
with a host of problems while reporting to foreign audiences-of-iniercst.'' Comment. 

2. Examine some of the variables that intluence international financial reporting. 

3. “Reporting and regulatory requirements prevalent in the US are considered to be the most 
stringent throughout the world.” Do you agree with this statement.' Explain your position. 

4. Examine the different practices prevalent among MNCs to cater to the financial information needs 
of the foreign audiences-of-interest. Which approach would you consider the best and why? 

5. “Translations for convenience are often said to mislead the foreign reader.” Do you agree with 
this statement? If so why ? 

6. What do you understand by the term ‘limited restatements’? Do such restatements improve the 
Value of the financial information provided to the foreign users? 

7. You have just received the financial statements of a Swedish company alongwith the key to 
understanding Swedish statements. Will you be in a position to analyse the performance of the 
company with the help of the supplemental information? 
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APPENDIX A 

Summary of significant differences between group accounts prepared in accordance with Norwegian 
accounting standards and International Accounting Standards: 

1. Exploratory drilling costs 

Under Norwegian accounting standards, all exploratory drilling costs are charged against income 
as incurred. 

2. Capitalized interest 

Under Norwegian accounting standards, unrealized gains are not recognized as income. 

3. Unrealized foreign exchange gains 

Under Norwegian accounting standards, unrealized foreign exchange gains related to long-term 
liabilities are not recognized as income. 

4. Forward trading 

Under Norwegian accounting standards, unrealized gains related to forward trading in foreign 
currency, crude oil and refined products are not recognized as income. 

Suitrce:: Annual Report of Staloil Group, Stavanger, Norway, p. 21. 1993. 

APPENDIX B 

KEY TO UNDERSTANDING SWEDISH FINANCIAL STATEMENTS 1994 

This key describes the main adjustments which have to be made to Swedish financial statements in 
order to arrive at a closer approximation to a fair presentation of net income, shareholders’ equity 
and deferred taxes. It also reviews other major areas where Swedish accounting and reporting practices 
differ significantly from those that are internationally accepted. 

General background 

The single largest factor responsible for distorting Swedish financial statements is the unique strangle¬ 
hold which Swedish tax laws and practices have on the country's accounting and reporting practices. 
The rigid enforcement of the basic rule of Swedish taxation that taxable income is principally based 
on book income makes it imperative for those taxpayers desirous of availing these incentives to 
record charges in their books equivalent to the gross (i.e. pre-tax) amount of these incentives. 

Two other significant differences include the absence of deferred tax accounting and the balance 
sheet classification of the gross amount of the tax incentives as a separate item (Untaxed reserves) 
between liabilities and shareholders’ equity. The primary objective of Swedish financial statements 
is uniformity with the law, particularly with regard to the figure of distributable earnings. The 
underlying principles on which they are based are historical cost, accrual accounting and conservatism. 

Form of annual reports 

Non-consolidated companies are required to present financial statements on a company-alone basis 
and parent companies, whether intermediate or ultimate, on a consolidated basis. 

Form of financial statements 

The annual report of a company consists of an administration report, and basic two-year financial 
statements comprising income statement, balance sheet and statement of changes in financial position, 
and notes to the financial statements. In case of parent companies consolidated basic financial statements 
and corresponding information about the group in the administration report is also required. 
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Terminology 

Swedish statements are not required to use standard terminology either in the original Swedish or in 
the translated versions. 

Consolidation principles 

The Financial Accounting Standards Council promulgated certain principles applicable to acquisitions 
made after January 1, 1992, which are comparable to those used in the USA and the UK. The 
majority of the Swedish business combinations are accounted for using the purchase accounting 
method as the use of the pooling-of-interests method is subject to the fulfillment of a number of 
conditions. Salient features of the provisions are: 

1. The cost of an acquired company is determined in the same manner as in the US or the UK. 
Where, however, payment is effected by issuing securities their fair value measures the cost of an 
acquired enterprise. 

2. All identifiable assets acquired, either individually or by type, and liabilities assumed in a 
business combination, whether or not shown in the financial statements of the acquired enterprise 
shall be assigned a portion of the cost of the acquired enterprise, normally equal to their fair values 
at date of acquisition. 

3. In certain circumstances a liability may be established on account of plant closing expense 
incidental to the acquisition and taken into consideration by the acquiring enterprise at the time of 
entering into the transaction. The provisions require a reasonable estimate of the liability to be made 
and a plan for dissolving the liability be established. 

4. Untaxed reserves in an acquired subsidiary’s books (at the time of acquisition), less deferred 
taxes thereon, are treated as part of the acquired equity. 

5. Any resulting goodwill must be amortized either by the straight-line or reducing balance 
method, over a period normally not exceeding ten years. In exceptional circumstances the period may 
be extended upto a maximum of twenty years. 

6. Negative goodwill shall either reduce non-monetary fixed assets or be reported as a non- 
current liability which is taken to income over a period reflecting expectations at the time of the 
acquisition, for instance, losses in the years following the acquisition. 

7. Other significant features of the new recommendation on consolidated accounts are: 

(a) untaxed reserves are split into a deferred tax element with the balance treated as non- 
distributable equity, 

(b) Unrealized intercompany profits shall be eliminated only to the extent attributable to the 
majority shareholders and tax effects shall be considered, 

(c) Adjustments made to single company financial statements upon consolidation shall be 
tax effected. 

These recommendations apply to listed companies. Non-listed groups and single companies shall 
continue to report gross amounts of untaxed reserves separately in the balance sheet with changes 
charged or credited to income. 

Change in accounting principles 

The Swedish Financial Accounting Standards Council issued a draft recommendation permitting a 
change in accounting principles only if: 
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1. The change is made to conform with a new law or accounting recommendation. 

2. The change clearly leads to a more fair presentation of results of operations and financial 
position. 

The cumulative effect of the new accounting principle should be accounted for as a change in 
the opening equity for the previous year as included in the balance sheet for comparative purposes. 
Where the effect cannot be computed or reasonably estimated, disclosure will be limited to showing 
the effect of the change on the results of the period of change. 

Equity accounting 

Accounting for a company’s share in the undistributed earnings of an associated company (i.e. a 
20-25 upto 50% holding) is not dealt with in the Swedish accounting or company legislation. 

The Foreningen Auktoriserade Revisorer (FAR), however, issued an exposure draft in 1986 
which provides that equity accounting may only be applied in consolidated statements and that the 
equity in an associated company’s undistributed earnings must be classified as non-distributable 
consolidated equity. 

Translation of foreign currencies 

The issues relating to translation of foreign currencies have neither been dealt with in the Companies 
Act nor the Accounting Law. The Accounting Board, however, has made certain recommendations 
to this effect, largely in line with the International Standard—IAS 21. Accordingly, the current rate 
should be used for valuation of foreign currency receivables and payables, unless forward contracts 
have been entered into, in which case spot rate at the inception of contract should be used. Where 
appropriate hedge accounting shall be applied. Unrealized exchange gains on long-term receivables 
and payables (in one or the same currency) shall be set off net to deferred exchange gain reported 
with untaxed reserves. 

As regards foreign subsidiaries FAR recommends the use of the current rate method for 
independently operating subsidiaries and the monetary/non-monetary method for “extended arm’’ 
operations and for subsidiaries operating in highly inflationary economies. 

Receivables and payables with special interest terms 

If interest is not to be paid or differs from the general market interest at the time of the original 
agreement, the Financial Accounting Standards Council recommends that this should be reflected in 
the valuation of the receivable/payable. 

Leasing 

Accounting for leases is governed by a brief FAR recommendation which requires lessees to capitalize 
assets subject to leases which include an obligation to purchase. An amended recommendation 
dealing with sale and lease back transactions requires that only that part of the gain on sale which 
relates to any excess of the sales price over market value need be deferred. Future rentals must be 
fully provided for if the lease-back is of no value to the operations and binding repurchase arrangements 
are to result only in a loan transaction being recorded as opposed to a sale and lease-back. 

Inventories 

Inventories are normally stated at the lower of First-in-First-out (FIFO) cost and market. In some 
instances average cost is used when it approximates FIFO. Long-term construction and installation 
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contracts are usually accounted for on a completed contract basis, particularly in the construction 
industry, but the percentage-of-completion method appears to be gaining ground. 

Where inventories have been valued using the general 3% provision for obsolence allowed for 
tax purposes and any part of the provision is not required under strict accounting standards, the 
Accounting Board requires that the unrequired provision should be stated as untaxed reserve. 

Shares received in special venture capital companies 

Shares in special joint venture companies, received on account of the go\ernment’s policy to refund 
the special ‘profit sharing tax’ collected earlier, do not constitute income for the recipient until 
disposed of, when the whole income from the sale will be fully taxable at the rates then applicable. 
The Accounting Board requires that if the income is material it should lx* reported as extraordinary 
income and, if not as operating income. 

Property, plant and equipment 

The Companies Act permits the revaluation of these assets subject to certain conditions. For instance, 
land and buildings may not be written up to more than their tax assessment value (which normally 
would not exceed 75% of their current market value). Other assets may not be revalued at more than 
their current value to the business. For depreciable assets, the revalued amount must be amortized 
over the remaining life of the assets. The amount on such revaluation may be used for writedowns 
of other fixed assets or to finance a bonus issue of capital stock, or be transferred to a revaluation 
reserve which can later be used for the aforesaid two purposes. 

Depreciation 

Swedish companies show depreciation charges at two levels in their income statements, in arriving 
at operating income and as a transfer to/from special reserves. The charge to operating income is 
normally computed (for the original cost) on a straight line basis over the estimated useful lives of 
the various classes of assets. 

The difference between the charge to operating income and the total amount claimed for tax 
purposes is shown as a transfer to/from untaxed reserves. Which is normally shown as a separate item 
in the balance sheet in the section immediately preceding “shareholders’ equity”, but sometimes it 
is included in the total amount of accumulated depreciation deducted from the related asset. 

Capitalized development expenditure, etc. 

Company law specifically permits start-up costs and development expenditure to be capitalized, 
subject to a maximum 5 year amortization period. 

Income taxes payable 

This is one area where there is a need for more informative disclosure. The accounting principles on 
which taxes payable are reported are rarely disclosed. Another item which is rarely disclosed is the 
amount of unutilized tax loss carry forwards, and the effect of their subsequent utilization. 

Tax reform 

The following tax rules are applicable after the reforms have become effective: 

1. Company income tax rate effective from January I, 1994 is 28%. 

2. Capital gains and losses (on sold real estate, realized investments, etc.) are included in 
ordinary taxable income. 
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3. The general provision for inventory obsolescence is 3%, however a higher rate may be 
claimed where the claim can be substantiated. 

4. The tax equalization reserves are to be dissolved over the next five years (w.e.f. January 1, 
1994), but only 50% of the amounts dissolved will be taxed. 

5. A new tax allocation reserve was introduced in 1994. Appropriations made in the statutory 
accounts of maximum 25% of the annual income is deductible for tax purposes. However, if the 
reserve is not dissolved and taxed within five years it will be included in taxable income for the 
preceding year. 

6. For corporations the exemption of dividend income from tax is extended to all dividends 
from Swedish corporations except on shares held as inventories. Most foreign source dividends on 
shares are exempted by agreement in tax treaties. 

7. A ‘special pension tax’ is charged on the total annual pension cost (actual pensions, pension 
insurance premiums and other provisions for future pension obligations). The tax is a social charge 
and should be accounted for as such. Companies are required to pay this charge even if they are 
showing losses or have tax loss carry-forwards. The rate applicable for 1993 was 17.69%. 

Pension provisions 

Swedish company law and current practice do not require that all pension commitments are provided for 
in the financial statements. It is an acceptable alternative to disclose the actuarially computed amount 
of such commitments as a contingent liability, the charges to income being made on a cash basis. 

Extraordinary items 

In late 1993 the Swedish Financial Accounting Standards Council issued a recommendation on 
extraordinary items which conforms closely with the International provisions and came into effect 
from January I, 1994. Accordingly, all items that affect a company’s net income are to be considered 
ordinary. Only the effects of very rare events such as earthquakes, war or confiscation of a foreign 
subsidiary, should be classified as extraordinary. However, disclosure should be made in the form of 
a note to the statement of special events and transactions which are important to take into account 
when comparing the result between accounting periods or between companies e.g. sale of significant 
fixed assets, or special write-downs etc. 

Earnings per share 

There is no legal requirement to disclose earnings per share, but a great majority of Swedish listed 
companies do in fact present this information. However, there have been considerable variations in 
the manner in which the earnings per share are computed. The new recommendations on consolidated 
financial statement and its impact on reported net income may result in more uniformity in this area. 

Off-balance-sheet items 

So far no comprehensive Swedish code of practice has been established governing the accounting for 
or the making of disclosures about the many new types of financial instruments. FAR has, however, 
issued a draft recommendation concerning the accounting for such instruments. It calls for clear and 
full disclosures of the accounting principles used and of the amounts involved if these are not directly 
specified in the financial statements or notes thereto. 

Source: Key to understanding Swedish financial statements, Fdreningen Auktoriserade Revisorer FAR, the Swedish Institute 
of Authorized Public Accountants, Stockholm, 1993. 




Chapter 8 


Harmonization of Accounting Practices 


INTRODUCTION 

Businesses are no longer bound by national borders. The globe is now an area of interdependent 
national economies — no longer are they isolated and insulated from eacii other. International trade 
and cross-border capital flows have made them dependent on one another Interestingly, accounting 
which is referred to as the lingua franca of business, does not readily cross borders. The reason being 
that a nation’s economic, legal and political system, stage of technological development, culture, 
tradition and a host of other socioeconomic factors exercise a decisive influence on the development 
and current status of accounting principles and the accounting profession. Consequently, a great deal 
of diversity exists in the accounting and reporting practices adopted by different countries. This 
diversity has the potential to distort financial communication when business is conducted beyond 
national boundaries. This chapter attempts to analyze the need for and impediments to harmonization, 
the efforts made in this direction by different regional and international organizations and the factors 
responsible for the limited success achieved so far. 

CONCEPT OF HARMONIZATION 

In common parlance, harmonization is a process of increasing the compatibility of accounting practices 
by specifying the limits to their degree of variation. Standardization on the other hand refers to the 
imposition of a more rigid and narrow set of rules. In accounting, however, the concept of 
standardization adopted by the European Community (EC) is one of harmonization, which permits 
the prevalence of different standards in individual member countries so long as they are in harmony 
with each other meaning thereby that they are not in conflict logically. Standardization, on the other 
hand, is particularly associated with the International Accounting Standards Committee (lASC). 
Regarding its practical impact, harmonization of the EC has been more effective and detailed as 
against standardization of the lASC. Before going into details of the endeavours at standardization, 
it would be appropriate to examine the need for it. 

NEED FOR STANDARDIZATION* 

Businesses are no longer bound by national frontiers, their economic activities have transcended such 
boundaries and entered the international arena. They not only buy and sell across national frontiers 
but also seek investment capital in world markets. Consequently there is pressure for harmonization 
of accounting practices not only from those who use the financial statements, but also from those who 
regulate and prepare them. The main pressures for harmonization come from: 


* The terms harmonization and standardization have been used interchangeably in this chapter. 
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Investors and Financial Analysts 

International diversity in accounting practices has the potential to diminish the global flow of capital. 
This view is supported by the technical committee of the recently formed International Organization 
of Securities Commissions (IOSCO). According to it “the primary impediment to an international 
offering of securities is that different countries have different accounting standards.”^ Resource 
allocation decisions are often based on accounting information that is heterogeneous and are, as a 
result, not optimal. Thus, to facilitate investment and credit decisions such information should not 
only be intelligible, but comparable as well. There are other characteristics of financial information 
which are desirable, such as consistency, verifiability and relevance, but intelligibility based on 
familiarity, logic and comparability are predominant. The obvious reason is that investors and financial 
analysts would like to be assured with regard to the reliability and comparability of the financial 
statements. Standardization is a step in this direction. As Turner observes, 

The greatest benefit that would flow from harmonization would be the comparability of international 
financial information. Such comparability would eliminate the current misunderstanding about the 
reliability of foreign financial statements and remove one of the most important impediments to the 
flow of international investment.^ 

The opening up of the economies of central and eastern European countries and India to direct 
foreign investment over the past two or three years will increase this pressure. 

Multinational Corporations 

Multinational enterprises are here to stay and this is a strong argument for increased harmonization. 
As a result of the diversity of accounting standards from country to country, they are called upon to 
meet different accounting requirements from the various countries in which they operate. 

The efforts put in by accountants of these multinational corporations (MNCs) in preparing and 
consolidating financial statements would be greatly simplified if statements from all around the globe 
were prepared on a uniform basis. Lack of harmonization also imposes an immense financial burden 
on these corporations. This is reflected by Crock^ in his illustration of an international firm which 
offered its securities in the USA, Canada and the UK. The offering obviously required three sets of 
financial statements and cost the company 2.8 million US dollars to get 55.5 million dollars, which 
works to about five per cent. Again, regulatory requirements in most countries demand that foreign 
firms prepare financial disclosures in accordance with local reporting requirements with the result 
that a firm operating internationally may have to incur substantial additional costs to bring its 
financial reporting system in line. In the US, for example, foreign firms are required to provide 
financial information substantially similar to that provided by domestic firms in accordance with the 
prevalent generally accepted accounting principles. Thus where a foreign firni’s financial statements 
are prepared in compliance with any other body of accounting rules then the firm is required not only 
to discuss the nature of the differences from the US principles but also to quantify the material 
variations, and to reconcile the income statement with the earnings as they would appear under the 
US generally accepted accounting principles,* Commenting on the cost involved in this exercise, 
John Hennessy, a prominent investment banker observes, that the cost of converting to US accounting 
standards is at least $ 1 million for a major Japanese or British company."^ 

Consequently, the effort involved in preparing comparable information for internal purposes 
such as performance appraisal of subsidiaries located in different countries would be considerably 
reduced and appraisal of foreign companies for potential takeovers would be facilitated. 

*'Sec Exhibit 8.1 for extract from annual report of Canadian Pacific Limited. 
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Accounting Profession 

Standardization of accounting practices would foster the internationalization of the accounting 
profession. Uniform accounting principles and practices would enable professional accountancy firms 
to operate with ease in different countries. It would add to the mobility of their staff. 

Exhibit 8.1 Extract from the Annual Report of Canadian Pacific Limited 


Supplementary Data 

The following data are provided to comply with certain disclosure requirements of the Securities and 
Exchange Commission (SEC) of the United States. 

Canadian and United States Accounting Principles 

The consolidated financial statements of CP Limited have been prepared m accordance with generally 
accepted accounting principles (GAAP) in Canada, as promulgated by the Canadian Institute of 
Chartered Accountants. Over the years, a number of differences have developed between the accounting 
principles generally accepted in Canada and in the United States. For the information of the Corporation’s 
United States shareholders, the major differences are described below and their effect on the 
Corporation’s net income is summarized, the effect on the statement of changes in financial position 
and balance sheet not being significant. 

The full cost methods of accounting for conventional oil and gas operations promulgated under 
Canadian and United States GAAP differ in the following respect. Ceiling test calculations are performed 
by comparing the net book value of conventional petroleum and natural gas properties with the future 
net revenues expected to be generated from proven developed reserves, discounted at ten per cent 
for United States reporting purposes, and undiscounted for Canadian reporting. Any excess of net 
book value over future net revenues is recognized as additional depletion expense in both reporting 
jurisdictions. 

The method of recording income from land sales and gains on sale of income properties in 
proportion to proceeds realized and the sinking fund method of providing depreciation followed by the 
Real Estate and Hotels business segment in accordance with Canadian GAAP are not acceptable 
methods under United States GAAP. If United States accounting principles had been followed, income 
from land sales and gains on sale of income properties would have been recorded in total in the 
years that the transactions occurred and the straight-line method of depreciation would have been 
used. 

Canadian GAAP permits deferred income tax balances to be carried fom/ard on the balance 
sheet of an acquired company after a change in control, while United States GAAP requires such 
balances to be eliminated. Accordingly, when CIP was acquired, its deferred income tax balances 
were carried fonvard and since CIP recorded a loss in 1963 and 1982, the tax benefit of the loss carry 
forward has been recognized to the extent permissible under Canadian GAAP, by reducing deferred 
income taxes. 

CP Limited follows the Canadian practice of deferring and amortizing unrealized exchange gains 
and losses related to long term foreign currency assets and liabilities, whereas under United States 
GAAP such gains and losses are included in income immediately. 

The principal difference between Canadian and U.S. GAAP in accounting for pension costs is in 
the choice of discount rate used for computing the benefit obligation and the service and interest cost 
component of net periodic pension expense. Under Canadian GAAP, the discount rate used represents 
managemenfs best estimate of the long term rate of return on pension fund assets, whereas under 
U.S. GAAP the discount rate reflects the rate at which pension benefits can be effectively settled at 
the date of the financial statements. The impact of this difference on CP Limited’s pension expense 
is included in the table below. The impact of the difference on the funded status of CP Limited’s plans 
is not material. 

CP Rail, a division of CP Limited, expenses interest related to the construction of assets. Under 
United States GAAP such interest would be capitalized as part of the cost of the asset. 
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Exhibit 8.1 Extract from the Annual Report of Canadian Pacific Limited (Cont.) 

For the Year ended December 31 1989 1988 1987 

(in millions, except amounts per share) 


Operating income 


Canadian GAAP 

$1,475.6 

$1,725.4 

$1,713.6 

United States GAAP 

1,470.3 

1,692.4 

1,736.1 

Income from continuing operations 

Canadian GAAP 

664.6 

683.9 

441.7 

United States GAAP 

687.7 

747.1 

526.7 

Net income 

Canadian GAAP 

745.2 

820.1 

826.3 

United States GAAP 

768.3 

887.6 

923.5 

Earnings per Ordinary Share 

Income from continuing operations 

Canadian GAAP 

2.09 

2.21 

1.47 

United States GAAP 

2.17 

2.42 

1.75 

Net income 

Canadian GAAP 

2.35 

2.65 

2.75 

United States GAAP 

2.42 

2.87 

3.07 

The following is a reconciliation of net income under 

Canadian GAAP to net income under United States GAAP; 

Net income—Canadian GAAP $ 745.2 

$ 820.1 

$ 826.3 

Increased or (decreased) by: 

Oil and gas 

8.4 

(6.2) 

(2.5) 

Real estate and hotels 

(17.9) 

(23.1) 

(5.3) 

Deferred Income taxes 

3.7 

4.1 

4.6 

Foreign exchange 

13.2 

51.8 

49.2 

Pension costs 

14.2 

13.8 

34.2 

Interest during construction 

1.5 

27.1 

17.0 

Net income—United States GAAP 

$ 768.3 

$ 887.6 

$ 923.5 


The new U.S. standard on accounting for income taxes (SFAS 96), which was originally to bo effective 
for fiscal years beginning after December 15, 1988, is now not effective until fiscal years beginning 
after December 15, 1991. While CP Limited has not completed its study of the effect that SFAS 96 
will have on its financial position as determined following U.S. generally accepted accounting principles, 
it expects that adoption of the standard will reduce deferred taxes and increase net income in the year 
of adoption. 


Quarterly Financial Information (Unaudited) 

1989 

1988 



Canadian 

GAAP 

United 

States 

GAAP 

Canadian 

GAAP 

United 

States 

GAAP 



(in millions) 


Operating income 

First quarter 

$ 340.9 

$ 344.1 

$ 410.0 

$ 393.9 

Second quarter 

348.4 

347.4 

496.0 

494.8 

Third quarter 

354.8 

352.2 

453.8 

455.3 

Fourth quarter 

431.5 

426.6 

365.6 

348.4 


$1,475.6 

$1,470.3 

$1,725.4 

$1,692.4 
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Exhibit 8.1 Extract from the Annual Report of Canadian Pacific Limited (Cont.) 


Quarterly Financial Information (Unaudited) 

1989 

1988 




United 


United 


Canadian 

States 

Canadian 

States 


GAAP 

GAAP 

GAAP 

GAAP 



(in millions) 


Income from continuing operations 





First quarter 

$ 131.4 

$ 144.3 

$ 159.7 

$ 183.1 

Second quarter 

131.6 

132.1 

209.1 

235.2 

Third quarter 

213.4 

218.0 

170.7 

181.3 

Fourth quarter 

188.2 

193.3 

144.4 

147.5 


$ 664.6 

$ 687.7 

$ 683.9 

$ 747.1 

Net income 





First quarter 

$ 134.1 

$ 147.0 

$ 183.9 

$ 211.7 

Second quarter 

136.3 

136.8 

230.4 

257.7 

Third quarter 

284.1 

288.7 

199.2 

203.8 

Fourth quarter 

190.7 

195.8 

206.6 

214.4 


$ 745.2 

$ 768.3 

$ 820.1 

$ 887.6 


Source: Annual Report Canadian Pacific Limited, Montreal, Canada, 1990, pp. 62-63. 


Government and Revenue Authorities 

Governments, particularly in the developing countries, would find it easier to understand and 
control the working of MNCs operating in their respective countries if financial reporting were 
harmonized. Besides, differences in rules regarding measurement of profit complicates the task of 
revenue authorities dealing with foreign incomes. 

Thus efforts to harmonize accounting practices of the nations of the world would eliminate 
much of the prevailing diversity and increase the international flow of investment capital, thereby 
promoting world economic growth and development. 


IMPEDIMENTS TO STANDARDIZATION 

Despite the numerous benefits that would flow from harmonization of accounting standards, progress 
on this front is rather slow. It is, therefore, essential to identify the reasons for this. Irving Fantl^, 
one of the earliest writers on the subject prepared a catalogue of the practical impediments to instant 
uniformity in accounting standards. Professor Stephen A. Zeff^ also studied the problem and identified 
certain supporting and deterring factors. The important obstacles are: 

Different Objectives of Financial Reporting 

If the predominant purpose of financial reporting varies from country to country, it seems reasonable 
that the reporting practices should also vary. For instance, in North America the audiences-of-interest 
are the investors and creditors, whereas traditionally, accounting in France and Germany is performed 
primarily for the revenue authorities and for government economic and statistical agencies. In India 
also it is only in recent years that investors and financial analysts are being considered audiences- 
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of-interest, and the Securities and Exchange Board of India has taken steps in the direction 
of improved disclosures in the financial statements. 

Nationalism 

Nationalism may reflect itself in an unwillingness to accept compromises which involve changing the 
accounting practices prevalent domestically to align them with those of other countries. National pride 
prevents an accountant from willingly accepting the idea that his accounting principles are inferior 
to those of another country, even though the accountant may be a strong proponent of harmonization. 
Another manifestation of nationalism may be lack of interest in accounting elsewhere. 

DifTerent Legal Systems 

One of the basic causes of international differences in accounting is the different legal systems. The 
continental legal systems such as those in France and Germany are based on a civil code which is 
prescriptive in a much more detailed manner than the Common Law system in England and in most 
of the states in the United States of America. Consequently, in countries where the continental system 
prevails the law precisely prescribes the rules of asset valuation, income measurement and the fonnat 
of financial statements, thus leaving little room for the concept of ‘fair’ presentation prevalent in 
countries like the UK. The ‘true and fair’ presentation on the other hand, relies on more flexible rules 
and on the accounting profession which is trained and permitted to use judgement. Thus, since the 
legal system prevalent in a country exercises a strong influence over the accounting and reporting 
practices prevalent there, it is clear that unless uniformity in the laws is possible, the ideal of 
harmonization of accounting practices would remain a myth. For instance, the Companies Act in India, 
applicable to Indian companies does not at present require consolidation of accounts by the parent 
companies having subsidiaries (whether domestic or international) irrespective of their nature. 
Companies in India, therefore, do not consolidate their accounts, the International standard to the 
effect notwithstanding. 

Lack of Strong Professional Accounting Bodies 

The International Accounting Standards Committee operates through the national accountancy 
bodies. In countries where professional accountancy bodies are not strong, the lASC will not 
be effective in implementing its standards. The professional bodies will not be in a position to 
persuade the governments to amend the laws so that the standards issued by the lASC can be 
adopted. 

Economic Gaps between Developed and Developing Nations 

Accounting is a language of business, hence in developing countries, in the absence of economic 
development the state of accounting is bound to be less developed. For instance, the concept of leasing 
came into India only a decade or so ago and hence the need for an accounting standard to the effect 
was not felt. However, with the growth in the leasing business, the importance of uniformity in its 
accounting treatment was recognized and the Institute of Chartered Accountants of India came out 
with a Guidance Note to the effect.^ It is for this reason that Fantl advised accountants to first 
understand how economic and accounting systems interact. Accountants of one nation should forge 
stronger links with accountants of other countries to understand the practices prevailing in different 
countries. In reconciling existing diversity in accounting practices, cooperation among accountants, 
politicians, economists and educationists is necessary. 
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ENDEAVOURS TOWARDS HARMONIZATION 

The concept of establishing international standards for accounting germinated at the first International 
Congress of Accountants held at St. Louis in 1904. Due to lack of continuity between the meetings, 
however, little progress was made in this direction. In 1959, the issue was resurrected by 
Jacob K. Kraayenhof a European accountant, who called for the establishment of national accounting 
committees to exchange information about their accounting practices with a view to reducing diversities. 

The establishment of the Accountants International Study Group (AISG) comprising leading 
professional accounting bodies in three countries i.e. Canada, UK and USA in 1966 was the next 
major development in this direction. The primary objective of the Group was to publish comparative 
studies of the accounting principles in these three countries, so as to help each to resolve its own 
problems. The AISG thus assisted in harmonization through comparisi n. 

MODELS OF UNIFORMITY IN ACCOUNTING 

AlHashim and Arpan^ have referred to three models of accounting uniformity which have been 
identified in literature. These are: 

The Absolute Uniformity Model 

This model adopts a very radical and inflexible approach and proposes only one set of accounting 
methods and reports irrespective of the differences in circumstances under which the accounts are 
prepared, or the needs of the users. A common set of internationally acceptable accounting method 
would perhaps be an ideal solution to the problem of diversity prevalent at present for it would 
enhance the comparability of international financial statements and eliminate misunderstandings 
about their reliability. This is a Utopian situation not likely to be attained in the near future. 

The Circumstantial Uniformity Model 

This model was proposed in 1965 by a special committee of the AICPA and aims at reducing the 
alternative practices prevalent in accounting. It suggests that different accounting methods and reports 
be used for varying economic facts under different conditions. The method, according to the 
Committee,takes its analogy from the field of medicine where, though the doctor may encounter 
the same disease among his patients, the treatment would vary according to the attendant circumstances. 
Analogously, in accounting, variations may be justified and perhaps even necessary in situations 
where the circumstances surrounding the application of a given principle are substantially different. 

Purposive Uniformity Model ^ 

This model is based on the utilitarian concept, which means that the appropriate accounting methods, 
standards, and reports are determined by the purpose the accounting information seeks to serve. Thus, 
whereas the circumstantial model is flexible for different circumstances, the purposive model is flexible 
for both, different circumstances as well as different purposes. The accounting profession, particularly 
in the developed countries such as the USA, is moving towards the adoption of the circumstantial 
model. 

HOW TO ACHIEVE HARMONIZATION 

Although the importance of harmonization is by and large recognized by accountants, there is no 
unanimity on the approach to be followed to achieve it. Evans, Taylor and Holzman** refer to two 
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approaches in this regard. The first school of thought focuses on the role of evolution in the development 
of accounting principles. It recognizes the fact that diversity in accounting principles and practices 
arises primarily from the difference in legal systems and stages of economic development of the 
different countries. Economic progress, with the passage of time would lead to natural evolution of 
accounting principles, thus reducing the degree of diversity. Other natural forces such as international 
competition for capital would also be conducive to narrowing the differences in accounting principles 
and practices. This approach advocates informal consultation among the standard-setters of the major 
nations of the world, as against formal action by them. 

The second school of thought recommends formal action for achieving internationalization of 
accounting principles and practices. The solution lies in establishing an organization with multicountry 
membership to formulate standards. The basic question that this approach poses is — Would nations 
voluntarily give up their own jurisdiction and delegate their standard-setting authority to an outside 
agency? 

Consistent with the second school of thought, the last two decades have witnessed the emergence 
of quite a few standard-setting bodies that claim international jurisdiction for their accounting 
pronouncements. Some are backed by international or political agreements while others depend on 
voluntary compliance encouraged by national professional accounting bodies. Important in the first 
category are: the EC, the UN and the OECD. The second category includes endeavours of the 
professional accounting bodies such as lASC, IFAC and others. Let us now examine these endeavours 
in detail. 

THE EUROPEAN COMMUNITY 

The past quarter of a century has witnessed the emergence of numerous arrangements for international 
economic integration. The most important of these is the European Community (EC), founded in 
1957 under the Treaty of Rome by France, West Germany, Italy, Belgium, the Netherlands and 
Luxembourg. The Community now comprises 12 members with the accession of the UK, Ireland, 
Denmark, Greece, Spain and Portugal. The objects of the Treaty of Rome include the establishment 
of the free movement of person, goods, services, and capital. This in turn necessitates the elimination 
of custom duties, the imposition of common external tariff and the establishment of procedures to 
permit the coordination of economic policies. The Common Industrial Policy of 1970 envisages the 
creation of a unified business environment including the harmonization of company and tax laws and 
the creation of a common market for capital. In order to encourage the movement of capital, it is 
essential to create a flow of reliable homogeneous financial information about companies in all its 
member countries. The major obstacle to harmonization of financial reporting is the fundamental 
difference between the various national accounting systems in the EC. These include the differences 
between creditor/secrecy in Franco-German systems and investor/disclosure in the Anglo-Dutch system; 
as also between the law- and tax-based rules and standards set by professional bodies. 

The two main instruments employed by the EC to achieve the objectives of harmonization are 
Directives and Regulations. Member states are required to incorporate the directives into their laws. 
They are binding on the member states to which they are addressed, as regards the ends. They are, 
however, given freedom with respect to the means to be adopted to achieve the desired ends. 
Regulations on the other hand, do not need to pass through a national legislature and are binding in 
every respect throughout the EC. Directives issued by the EC cover various aspects of company law. 

The procedure generally adopted while setting a directive is fairly lengthy and may, in certain 
cases, take as long as 6 to 8 years before a draft directive is finally approved by the Council of 
Ministers. The Commission selects a project and an expert is required to prepare a report. The next 
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Step is the preparation of a discussion document to be studied by the a working party of the Commission. 
The Groupe d' Etudes* or the EC Accountants Study Group also gives its comments on the document. 
On the basis of the discussion and comments, a draft directive may be prepared for comments by the 
European Parliament and the Economic and Social Committee. The comments are then incorporated 
in a revised proposal and submitted to a working party of the Council oi Ministers. The adoption of 
Directives or Regulations requires a unanimous vote of the Council of Ministers. In case of a 
Directive, the member states are further required to incorporate it in the nation’s laws within a 
specified period of time. 

The directives which are of relevance to accounting and financial reporting are discussed in the. 
following sections. 

The Fourth Directive 

The first draft for the Fourth Directive was issued in 1971, when the EC had only six members, and 
bore marks of German Law. As a result, the valuation rules were conservative and a lot of rigidity 
prevailed. The accession of the UK, Ireland and Denmark in 1973 altered (he situation. They exercised 
a decisive influence which was reflected in the introduction of the concept of ‘fair and true’ and of 
more flexibility in the presentation of financial statements, in the amended draft that followed in 
1974. The draft was finally approved by the Council in 1978 and focused on the content and form 
of the annual reports, containing a comprehensive set of accounting rules. It is applicable to both 
public and private companies in the EC countries. The Directive basically refers to three aspects: 

1. Formats of published financial statements, 

2. Valuation rules, 

3. Disclosure requirements. 

The Directive allows member countries a certain degree of flexibility in the laws passed by 
national legislation. 

1. Formats of published financial statements. The financial statements as provided for in the 
Directive include the balance sheet, income statement and notes to financial statements. Regarding 
the statement of changes in financial position, and statement of changes in stockholders’ equity, 
members have the freedom to include these in their national legislation. In respect of the formal to 
be adopted for presentation of the balance sheet, member countries have the option to select one or 
both of the available formats. In other words, a member country may prescribe the use of a horizontal 
format or a vertical format, or both. 

Analogously, for the income statement, member countries have the option to choose from the 
four formats available. They may select the horizontal, or the vertical format or both. Again, as 
regards classification of expenditure, a choice may be made between classification by nature or by 
function. 

2. Valuation rules. The Directive provides for some valuation rules to be applied, based on the 
concepts of consistency, going concern, prudence, accrual accounting and historical cost. It, however, 
permits the presentation of current values in addition to historical costs. Current assets should be 


* The Groupe d* Etudes or the EC Accountants Study Group is a informal committee consisting of accountants 
from each EC member country. It was formed at the request of the Commission. 
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valued at lower of costs or market value. As regards inventories, member countries may permit the 
use of the actual cost, FIFO, LIFO, weighted average or similar cost method to determine the cost 
of inventories. 

Fixed assets having a limited useful economic life ought to be depreciated in a systematic 
manner. Intangible assets such as goodwill, preliminary expenses, and research and development 
costs must be amortized over a period of 5 years. Member countries have the option to permit a 
longer period of amortization for goodwill and research and development costs, but the period ought 
not to exceed the useful economic life of the assets. Regarding liabilities, the Directive provides that 
all foreseeable liabilities and potential losses must be taken care of. 

3. Disclosure requirements. The Directive enunciates ‘true and fair view’ as the predominant 
principle in the preparation of financial statements. Companies are, therefore, required to make 
disclosures beyond those specifically required. These include information regarding long-term and 
secured debt, details of changes in shareholders’ equity and the number of shares in each class of 
shares outstanding, list of affiliates in which the company holds 20 per cent or more shares, details 
of commitments and contingencies, segment reporting, details regarding employees and wages and 
other benefits paid to them as well as compensation paid to the directors and the loans and advances 
made to them. 

The Proposed Fifth Directive 

This Directive dealt with the structure, management and audit of public companies. The Directive 
recommended a two-tiered board of directors and extensive worker participation, based on the 
Dutch or German models. The rejection by the Directive, of the classical management structure 
prevalent in the UK, stirred up a hornet’s nest and led to the withdrawal of the Directive in the 
early 1980s. 

The Seventh Directive 

Issued in 1983, this Directive deals with the issue of consolidation of financial statements. The 
member stales were required to incorporate it in their national legislation by January 1, 1988 and the 
provision became effective from January 1, 1990. The Directive covers controversial areas such as 
concept of group, publication requirements and techniques of consolidation. Its adoption has been 
heralded as a notable event in the history of consolidation accounting. 

Consolidation is essential where either the parent or the subsidiary is a limited liability company, 
irrespective of the location of its registered office. Preparation of horizontal consolidation is advocated 
for subsidiaries operating within the EC even where the parent is domiciled outside the EC. 
Consolidation is necessary where one firm has effective control, through either its hold of voting 
shares/stock or control of the board of directors or management, over the other firm. 

The Eighth Directive 

This Directive addresses itself to the qualifications and work of auditors. Commenting on its possible 
effects, Nobes*^ observes. 

The eight directive was watered down from its original draft which might have greatly affected the 
training patterns and scope of work of accountants, particularly in the UK. However, its main effect 
now will be to decide who is allowed to audit accounts in certain countries with a small number 
of accountants, such as Denmark and West Germany. 
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European Accounting Forum 

In January 1990, the Coinmission of the European Communities held a conference in Brussels on the 
Future of Harmonization of Accounting Standards in the European Community. This conference was 
attended by representatives from national administrations, the accounting profession and the main 
users and preparers of accounts, as well as the lASC, OECD, and International Standards on Accounting 
and Reporting (ISAR). A significant decision at the conference was the decision to set up an accounting 
advisory forum to advise the Commission on future steps to be taken to improve the comparability 
of financial information published by companies within the Community as well as new issues and 
international developments in the area of accounting and financial reporting Accordingly, the European 
Commission organized a European Accounting Forum with representati\es of 

1. National standard-setting bodies of member states; 

2. European organizations representing the main users and prepari rs of accounts; and 

3. The European accounting profession. 

The Forum advises the Commission on technical solutions of accounting problems which have 
not yet been the subject of harmonization directives at the community level. Besides, the Forum will 
also guide the Commission on the position to be defended in the discussion about harmonization of 
accounting standards at the international level. The Forum held its first meeting on 14-15 January 
1991. The agenda contained certain important controversial issues such as foreign currency translation, 
accounting for government grants, and the relationship between the international accounting standards 
and EC directives. 

THE UNITED NATIONS 

The United Nations’ involvement in this sphere is mainly restricted to disclosures of accounting and 
non-accounting information by MNCs, The Commission on Transnational Corporations, a quasi- 
government body, is the main organization through which the UN is involved in the process. The 
Commission is accountable to the United Nations Economic and wSocial Council. It was established 
in 1974 on the recommendation of the Group of Eminent Persons, an ad hoc group, set up to study 
the impact of MNCs on economic development and international relations. This Group of Eminent 
Persons reported that information, both financial and non-financial, about the activities of the MNCs 
was not available easily. Besides, even the annual reports which were available lacked comparability. 
They, therefore, recommended that another group of experts be brought together under the auspices 
of the Commission on Transnational Corporations, to consider the formulation of an international 
system of standardized accounting and reporting. 

The UN Council established the Centre on Transnational Corporation in 1974 to assist the 
various groups working on the projects of the Commission. The Group of Experts on International 
Standards of Accounting and Reporting was created in 1976. The 14-member group included persons 
from diverse backgrounds. The Group submitted its report on International Standards of Accounting 
and Reporting for Transnational Corporations to the Secretary-General of the UN in 1977. One of 
the important recommendations was that the UN set up a permanent accounting body to ensure that 
all transnational corporations (TNCs) use the same accounting standards and disclose financial and 
non-financial information. The accounting disclosures required related to: 

1. Financial statements relating to individual companies within a consolidated group including 
that of the parent as a separate entity; 
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2. Information regarding segments both by line of business and geographic area; and 

3. Information regarding a controversial area i.e. transfer pricing policies. 

The report was not accepted mainly because the Group of Experts were not government 
representatives. In May 1979, the Commission, therefore, set up an ad hoc intergovernmental group 
of experts on accounting and reporting standards, selected by the member governments. This group 
was entrusted with the task of developing a comprehensive information system to determine the 
impact of the transnational corporations on home and host countries and a proposed code of conduct 
for the TNCs. The Ad hoc group held six sessions between 1980 and 1982. It, however, failed to 
reach a consensus on many issues, and as a result the final report got delayed till late 1982. The 
group, therefore, submitted an interim report in 1981 which endorsed a number of principles. First, 
for general purpose reporting requirements, it agreed that the principle of nondiscrimination between 
TNCs and national enterprises be observed. Second, that the concept of materiality ought to be kept 
in mind while defining the scope of disclosure. Third, that the term ‘company’ be preferably replaced 
by ‘enterprise’. 

The final report submitted in 1982 which incorporates much of the interim report, emphasizes 
that 

1. The information needs of both host and home countries be considered by TNCs when 
accounting and reporting; 

2. The information provided be comparable; 

3. The cost of providing the information be reasonable vis-a-vis the benefits to be derived 
from it; 

4. Business confidentiality be given due consideration; and 

5. Regarding disclosure of information, the principle of non-discrimination between 
domestic concerns and TNCs be observed, keeping in mind the relevant provisions of the future code 
of conduct. 

One of the main recommendations of the Ad hoc Group was that the Group be put on a more 
formal and effective basis by the creation of an intergovernmental expert group which would meet 
on a regular basis to fulfil a specific mandate. The Economic and Social Council, therefore, by a 
resolution, established the International Standards of Accounting and Reporting. 

International Standards of Accounting and Reporting (ISAR) 

The UN’s involvement with the accounting and financial reporting standard-setting process was part 
of the regulatory process, on account of the economic threat posed to developing countries by the 
size of MNCs. The primary objective, therefore, was to protect the developing nations against the 
TNCs. Its endeavours in this direction were thwarted on account of the lack of information about the 
working of these corporations, and it therefore focused its efforts on disclosure standards. The 
Intergovernmental Working Group of Experts on International Standards of Accounting and Reporting 
(ISAR) was established in 1982 with this broad objective in view. Specifically stated, it was established 
to 

1. Serve as an international body in which countries from all regions can exchange information 
and be informed of the latest developments in the area of harmonization of accounting and reporting 
standards; 

2. Ensure that the needs of a diverse group of users are met by improving the availability and 
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comparability of financial and non-financial information. Specifically, the Group would ensure that 
the needs of developing countries, whose economic growth and development is partly dependent on 
the activities of transnational corporations, are met; 

3. Review international standards and the activities of international organizations to ensure 
that the needs of diverse users are met, and where there are gaps, the Gri up would conduct research 
in order to be able to formulate recommendations; 

4. Monitor on a periodic basis, the progress made in the harmoniz.ttion of national accounting 
standards, their implementation and use and also identify the problem areas; 

5. Promote technical assistance to countries for the purpose of standard-setting; in particular, 
to help countries adopt international standards to meet their national needs and to assist them in their 
application and use; 

6. Promote, within the context of the technical cooperation pi ogramme on transnational 
corporation, technical assistance that would promote accountancy development including education, 
training, research and organization of the profession, particularly in developing countries. 

The Group is composed of 34 members elected on the principle of equitable geographic 
distribution. The ISAR has the unique distinction of being the only iniergovernmental group the 
annual sessions of which have full participation from developing countries, countries in transition and 
developed market economies. It is playing a crucial role in developing guidelines for TNCs in the 
area of information disclosure and accounting practices. ISAR contributes to the harmonization of 
accounting standards through its annual sessions where latest trends are reviewed, critical issues 
examined and conclusions drawn regarding the best accounting treatment. 

The Group is also engaged in a host of other useful activities. It has, for instance, produced 
numerous technical reports on subjects such as accounting for intangibles, inflation, joint ventures; 
environmental accounting, and other related issues. The Group is also focusing attention on preparing 
a comprehensive accounting programme which could help to raise professional standards of accounting 
in third world countries. A conference on accountancy development was held in Senegal in 
October 1991. The Group is thus contributing its mite in meeting the challenges posed by the 
changing global economy and the dynamic role of transnational corporations by achieving improvement 
of the transparency of the financial statements furnished by them. 

ORGANIZATION FOR ECONOMIC COOPERATION AND DEVELOPMENT 

Twenty-four of the worlds’ developed nations formed an international organization in 1960, known 
as the Organization for Economic Cooperation and Development (OECD), to serve as a forum for 
officials of these countries to meet and discuss problems of mutual interest and to attempt to harmonize 
their policies in important international areas. In response to the UN’s efforts to regulate TNCs, 
OECD also established a Committee on International Investment and Multinational Enterprises 
(CIIME). This Committee adopted a code of conduct in 1976 entitled ‘‘Declaration on International 
Investment and Multinational Enterprises.” The declaration contains guidelines for MNCs with 
regard to financial reporting. The Guidelines basically relate to general policies, disclosure of 
information in annual reports, and a number of social responsibilities. An Ad hoc Working Group 
on Accounting Standards was established by the CIIME in 1978 to review efforts undertaken in 
member countries to reduce the diversities in accounting practice. On the recommendations of the Ad 
hoc Group, a permanent Working Group on Accounting Standards was set up in 1979, entrusted with 
the task of: 
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1. Supporting the efforts undertaken in the direction of enhancing the comparability of accounting 
standards; 

2. Providing technical clarification of the technical terms relating to disclosure of information 
mentioned in the guidelines; 

3. Serving as a forum for exchange of ideas on the UN’s work on accounting and disclosure 
standards. 

In general, the OECD’s work has found greater acceptance than that of the UN. Even though 
compliance of the guidelines is voluntary, they carry the weight of the OECD’s endorsement and are 
respected. For instance, the annual report of Saab-Scania, one of the leading manufacturers of 
specialized transport technology mention that “in all significant respects the Group follows the 
recommendations on disclosure of information issued by OECD in its declaration.”*^ 

In 1990, the OECD set up a Centre for European Economies in Transition. This centre, in 
cooperation with the Working Group on Accounting Standards and the Federation des Experts 
Comptables Europeens (FEE) organized a seminar on East/West accounting issues, with the main 
purpose of identifying the objectives and main elements of financial reporting in both Eastern and 
Western accounting systems and examining them in the context of the overall economic reforms 
taking place in central and eastern Europe. The seminar provided a forum where experts from 
Hungary, Poland and the erstwhile USSR and Czechoslovakia participated in the discussions with 
delegates from the accounting and auditing profession, academics, the business and labour community 
and other international organizations active in the field. The participants exchanged views and 
experiences on a host of contemporary issues in accounting of particular relevance in the changing 
scenario. The topics covered included elements of financial reporting, accounting issues relating to 
restructuring, privatization and the development of financial markets, the role of the accounting 
profession and the standard-setting process and issues of harmonization of accounting standards in 
the East-West context. The need for radical changes in the accounting systems of the central and 
eastern European countries in the light of the legal and economic transformation taking place there, 
was agreed upon by the participants. Without such reforms the accounting systems prevalent in these 
countries would fail to provide the information necessary for efficient decision-making in competitive 
market economies. Another outcome of the seminar was the offer of international organizations 
present to provide technical assistance particularly in the form of translation of international accounting 
standards into central and eastern European languages. 

The OECD also organized a Symposium on ‘New Financial Instruments’ in 1988 and published 
its proceedings. To follow up the main issues identified at the symposium, and to determine whether 
clarification of the guidelines was necessary to take account of the disclosure aspects of the new 
instruments, a special session on New Financial Instruments was organized by the OECD. The 
OECD Working Group on Accounting Standards is also preparing a study to determine the accounting 
and reporting practices relevant to intangible assets in different OECD member countries. The OECD, 
therefore, through the Working Group, continues to work to promote increased international 
comparability of financial statements and harmonization of accounting standards. 

FEDERATION DES EXPERTS COMPTABLES EUROPEENS (FEE) 

The FEE commenced work in 1987, taking over frptn two earlier European bodies: the Groupe d* 
Etudes and the Union Europeene des Experts Comptables (UEC). Its membership comprises 
34 accountancy bodies from 22 countries throughout Europe. FEE is based in Brussels and its 
activities respond to the needs of the European accountancy profession as a whole. While taking into 
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account the work done by international organizations such as IFAC and lASC, FEE also maintains 
its links with such relevant non-accounting organizations as OECD and the UN. It is a major source 
of technical advice to the various institutions of the European Communiu, including the Commission, 
the European Parliament and the Economic and Social Committee. It organized a seminar in Switzerland 
on the impact of the Uruguay Round services trade negotiations on the* accountancy profession. It 
also hosted a conference of EC government officials and representati^es of the profession on the 
implementation of the directive on the mutual recognition of profcssii nal qualifications. The FEE 
also published its first survey of financial reporting in Europe. This publication provided the main 
working document for a conference on the future of accounting hannoi ization in the EC, organized 
later by the Commission. This conference resulted in the creation of a E uropean Financial Reporting 
Forum to advise it on accounting matters and FEE is also a member -f that forum. The dramatic 
developments in central and eastern Europe have led FEE to assist in the creation and development 
of professional accountancy bodies in these newly emerging market economies. 

THE INTERNATIONAL ACCOUNTING STANDARDS COMMITTEE 

The concept of establishing international standards for accounting which germinated around the turn 
of the century at the first International Congress of Accountant held ai St. Louis in 1904, reached 
maturity with the formulation of the International Accounting Standards Committee (lASC) at the 
tenth International Congress by the leading accounting bodies of nine nations* in 1973. A significant 
fact which needs to be mentioned here is that governments of the nine nations are not members of 
the lASC, it is only the leading accountancy bodies within the nations that are members. This, in 
other words, means that no nation has completely surrendered its accounting sovereignty to the 
lASC. This has a far-reaching impact on the enforcement of standards issued by it. As Goetz has 
rightly remarked, “There is no authoritative body with the ability to mandate the adoption of global 
generally accepted accounting principles (GAAP).“ 

The Objectives of lASC 

The objectives of the lASC contained in its constitution are: 

1. To formulate and publish in public interest, accounting standards to be observed in the 
presentation of financial statements and to promote their worldwide acceptance and observation, and 

2. To work generally for the improvement and harmonization of regulations, accounting standards 
and procedures relating to the presentation of financial statements. 

The essence of lASC’s work is the worldwide harmonization and improvement of accounting 
principles used in the preparation of financial statements for the benefit of the public. 

Operating Structure and Procedure 

The operating structure of the lASC consists of a board, a consultative group, a steering committee 
and a committee to liaison with national standard-setting bodies. 

The operating structure generally followed is as follows: 

1. The lASC Board selects an issue which is felt to need an accounting standard. 

2. A steering/committcc consisting of four members is formed to draw up an exposure draft 
for each issue. 

* Australia, Canada, France, Germany, Japan, Mexico, the Netherlands, the UK, Ireland and the USA. 
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3. After collecting relevant material from all members, the steering committee, assisted by the 
lASC secretariat, prepares a tentative exposure draft (ED) to be submitted to the board for consideration. 

4. If approved by at least two-thirds of the board, the ED is addressed to accountancy bodies 
and to governments, securities markets, regulatory and other agencies and other interested parties. 
Adequate time is allowed for consideration of comments on each exposure draft. 

5. The comments and suggestions received are examined by the board and the exposure draft 
is revised if necessary. If the revised draft is approved by at least three-quarters of the board, it is 
issued as an International Accounting Standard and becomes operative from a date stated in the 
Standard. The entire process takes approximately three years. 


lASC Standards 

It cannot be denied that the lASC has moved forward with great speed in issuing international 
accounting standards (IAS). By December 1995, it had issued 32 standards.* The standards are 
intended to take care of conventional problems such as disclosure of accounting policies, valuation 
of inventories, depreciation, information to be disclosed in financial statements and their consolidation. 
Accounting treatment of various issues such as taxes, leases, construction contracts, research and 
development expenditure, property, plant and equipment, government grants, retirement benefits for 
employees, business combinations, capitalization of borrowing costs have also been covered. 

Table 8.1 International Accounting Standards 


IAS I Disclosure of Accounting Policies 

IAS 2 Valuation and Presentation of Inventories in the Context of the Historical Cost System 
IAS 4 Depreciation Accounting 

IAS 5 Information to be Disclosed in Financial Statements 
IAS 7 Statement of Changes in Financial Position 

IAS 8 Unusual and Prior Period Items and Changes in Accounting Policies 

IAS 9 Accounting for Research and Development Activities 

IAS 10 Contingencies and Events Occurring After the Balance Sheet Date 

IAS 11 Accounting for Construction Contracts 

IAS 12 Accounting for Taxes on Income 

IAS 13 Presentation of Current Assets and Current Liabilities 

IAS 14 Reporting Financial Information by Segment 

IAS 15 Information Reflecting the Effects of Changing Prices 

IAS 16 Accounting for Property, Plant and Equipment 

IAS 17 Accounting for Leases 

IAS 18 Revenue Recognition 

IAS 19 Accounting for Retirement Benefits in the Financial Statements of Employers 

IAS 20 Accounting for Government Grants and Disclosure of Government Assistance 

IAS 21 Accounting for the Effects of Changes in Foreign Exchange Rates 

IAS 22 Accounting for Business Combinations 

IAS 23 Capitalization of Borrowing Costs 

IAS 24 Related Party Disclosures 

IAS 25 Accounting for Investments 

IAS 26 Accounting and Reporting by Retirement Benefit Plans 

IAS 27 Consolidated Financial Statements and Accounting for Investment in Subsidiaries 

IAS 28 Accounting for Investments in Associates 

IAS 29 Financial Reporting in Hyperinflationary Economies 

IAS 30 Disclosures in the Financial Statements of Banks and Similar Financial Institutions 
IAS 31 Financial Reporting of Interests in Joint Ventures 

IAS_^ Financial Instruments: Disclosure and Presentation _ 

* Revised standards have also been issued in 1993 for IAS 2, 8, 9, 11, 16, 18, 19, 21 and 23. 
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Attention of the lASC has also been drawn to problems associated with accounting for the 
effects of changing prices. A standard to the effect, IAS 6 was issued in 1977 which was superseded 
by IAS 15 issued in November 1981. A close examination of these standards reveals that most 
standards closely follow or adapt to the US and UK standards, and i^enerally permit a range of 
practices. LASC originally intended to avoid complex details and concentrate on basic standards only. 
Later, however, standards such as accounting for construction contracts, \^thch might not be considered 
to be basic were also issued. 

Enforcement of the Standards 

As stated earlier, accounting bodies of nations, not the nations themselves are members of the 
lASC and as such, no nation has completely surrendered its accounting sovereignty to the lASC. The 
lASC has no authority of its own and the success in enforcement ot the standards is left to the 
member accountancy bodies. The role of professional accounting bodies in the formulation of rules 
also varies widely from country to country. For instance, in France the French professional 
institute {Order National des Experts Coniptable) and the national ci*uncil of accountancy have 
neither the latitude nor the authority to influence the accounting practices because of the strength 
and details of the Plan Comptable. The opinions and recommendations issued by the professional 
bodies are not mandatory. Similarly, in a number of countries like Germany, the UK, Australia 
and India, the company law exercises a decisive influence on the accounting practices, e.g. the Indian 
Companies Act does not require consolidation of financial statements by the parent companies 
at present and hence even if the Institute of Chartered Accountants of India agreed to the enforcement 
of IAS 27, it would be irrelevant. The gradual weakening of the commitments required from 
member bodies is a telltale sign of the problems of enforcement. Formerly, member bodies were 
required to ensure that those companies which did not follow international standards disclosed this 
fact. The situation now is that those companies which observe the standard are required to disclose 
this fact. 

Achievements and Failures of the lASC 

Divergent views have been expressed on the performance of the lASC over the past two decades. 
It has, on the one hand been criticized for formulating ineffective standards, permitting alternative 
treatment in many areas of reporting practice thereby reducing the pace of harmonization while 
there are others who opine that “the lASC has made substantial progress in addressing itself to a 
number of basic topics that entail major conceptual reporting and disclosure differences.” They 
believe that the work of the LASC has so far been promising and its accomplishments have been 
notable. 

In order to assess the success of the lASC, it is essential to establish the criteria for 
evaluating its performance. For this purpose, it is essential to look at the objectives for which it 
has been established. The first objective is to publish standards and promote their acceptance 
internationally. The lASC has issued 32 standards over the last two decades. However, scrutiny of 
the standards reveals that in quite a few cases, the lASC finds itself having to pick up from what 
has become the accepted practice in a number of countries. It sometimes has to allow alternative 
treatments. In order to strengthen the Standards it is essential to make them more stringent by 
reducing the alternatives provided. Responding to this criticism the then Secretary-General of the 
lASC stated that, “the Board of the lASC shares the view and it believes that the time is right to 
reduce the alternatives”.^^ 

At its meeting in March 1987, the Board set up a special steering committee to consider 
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whether allernalive accounting treatment permitted by the international standards can be 
eliminated or some preference indicated. The Board recognizes the difficulty in this important 
task, because some alternatives reflect entrenched positions in particular countries or industries. 
Other alternatives were permitted originally with the objective of ensuring acceptability of the 
standards in some countries. Nevertheless, the Board is aware of the fact that greater acceptance of 
the IAS will only come with the reduction in the number of permitted alternatives. The lASC, 
therefore, came out with a comparability project to eliminate or reduce the number of alternatives 
available under the international standards. The details of the project have been discussed in later 
sections. 

The lASC has been criticized for slow progress in international harmonization and support for 
lASC pronouncements has not been high. One needs to examine the degree of acceptance of 
international standards to see to what extent the criticism is justified. In case of countries with 
developed standard-setting processes, international standards are used as benchmarks in their more 
detailed national standards. For instance, the national accounting standards of the UK and Ireland and 
Australia contain a paragraph explaining conformity with the appropriate IAS. Analogously, the 
handbook of the Canadian Institute of Chartered Accountants contains a section on conformity 
between Canadian and international standards. The difference between national standards and IAS is 
insignificant. 

Again, some developing and newly industrialized countries such as Singapore, Malaysia, Malawi, 
Zimbabwe, Fiji and Sri Lanka have adopted IASs as the national standards to be followed with regard 
to financial statements. They are forming the basis of, or playing a key role in, the search for national 
standards in countries such as the erstwhile Yugoslavia, Egypt, Bahrein, Nigeria, Kenya and India. 
The preface to the statements of accounting standards in India clearly states. 

While formulating the Accounting Standards, the Accounting Standards Board (ASB) will give due 

consideration to IASs issued by the lASC and try to integrate them, to the extent possible, in the 

light of the conditions and practices prevailing in India.’’ 

International accounting standards are also being used by companies in countries that have 
accounting rules heavily influenced by tax requirements — Finland and Sweden are good examples— 
where many companies have voluntarily improved their financial statements with the international 
user in mind. Certain national standard-setting bodies are following the same line. For instance, the 
government standard-setting body in France is using IASs to help it to break the connection between 
financial and tax reporting in consolidated financial statements. 

A survey was carried out by the lASC in 1988** to ascertain the use and application of the 
IAS on a global basis. The questionnaire was responded to by 46 countries. The survey covered 
the 26 standards issued till then. It revealed that in a substantial majority of cases national 
standards, law and/or practices conformed with the IAS (see Table 8.2). This was, however, 
not visible in case of two standards, IAS 14 relating to segment reporting and IAS 15, which 
deals with information reflecting the effects of changing prices. Since the survey is based on 
only 46 countries generalization based on it would not give a correct picture. Besides, a more 
detailed analysis of the table reveals that national laws, standards and practices do not conform to 
the two IASs i.e. IAS 14 and IAS 15 in 50 per cent of the countries whose responses were 
received. Similarly, for 7 standards the non-conformity percentage ranges between 25-50 per cent. 
Non-conformity is less than 10 per cent in case of 4 standards. The lASC has many miles to go 
before it achieves its objectives of harmonization. Since complete standardization has not been 
possible even at the national level, the likelihood of such development at the international level is 
small indeed. 
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Table 8.2 Survey on Use and Application of IAS 


Standard 

IAS adopted 
as national 
law or standard 

IAS used as 
basis for 
national law 
or standard 

National law 
or standard 
developed 
separately and 
conforming 
with IAS 

No National 
requirements 
but national 
practice 
conforms 
with IAS 

National law 
or standard 
developed 
separately 
but does not 
conform 
with IAS 

No National 
requirement 
and national 
practice 
does not 
conform 
with IAS 

IAS 1 

6 

6 

23 

5 

3 

2 

IAS 2 

5 

4 

26 

2 

7 

1 

IAS 3 

6 

4 

18 

10 

4 

3 

IAS 4 

6 

6 

28 

5 

1 

— 

IAS 5 

6 

5 

25 

7 

3 

— 

IAS 7 

6 

4 

23 

9 

1 

3 

IAS 8 

6 

3 

26 

3 

6 

2 

IAS 9 

6 

4 

16 

9 

7 

3 

IAS 10 

6 

6 

26 

6 

1 

1 

IAS 11 

6 

5 

19 

9 

3 

2 

IAS 12 

6 

3 

14 

8 

7 

6 

IAS 13 

6 

4 

23 

10 

2 

1 

IAS 14 

6 

2 

6 

7 

5 

17 

IAS 15 

4 

— 

6 

12 

4 

18 

IAS 16 

6 

3 

25 

9 

2 

— 

IAS 17 

6 

3 

15 

4 

6 

10 

IAS 18 

6 

4 

16 

12 

2 

2 

IAS 19 

5 

4 

8 

9 

4 

9 

IAS 20 

5 

1 

16 

12 

4 

4 

IAS 21 

6 

5 

16 

8 

6 

4 

IAS 22 

5 

2 

13 

9 

6 

7 

IAS 23 

6 

4 

15 

12 

2 

14 

IAS 24 

3 

1 

13 

7 

3 

14 

IAS 25 

3 

2 

14 

10 

6 

4 

IAS 26 

3 

3 

4 

9 

3 

13 


Source: lASC Survey on Use and Application of IAS, London, 1988. 


The lASC published a booklet in 1975 entitled, “The Work and Purpose of the International 
Accounting Committee”, the concluding para of the booklet predicted. 

The impact of the lASC in years to come will be important. It will take perhaps five to ten years 
before its full effects are recognized but after that they will increase each year. Accounts issued 
in every important nation of the world will comply with the standards promulgated by lASC or will 
disclose the extent to which there is non-compliance. 

Over two decades have elapsed since the prophesy was made but it is yet to be fulfilled. It 
would be appropriate here to quote Choi and Bavishi: 

The fulfilment of such a prophesy is dependent on the lASC’s assuming more of a leadership role 
in setting world accounting standards. This in turn will necessitate a shift of emphasis from managing 
the status quo to identifying and ruling on accounting subjects in which standardization is most 
urgent.^® 
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lASC’s Comparability Project ED 32^‘ 

The lASC had come under severe criticism for permitting alternatives in numerous areas of reporting 
practice, thereby defeating the purpose and impact of standard-setting. Consequently, the lASC is 
under pressure from the International Organization of Securities Commission (IOSCO) and other 
national regulators to reduce the options in international accounting standards and thus increase the 
transparency of financial statements. This demand for comparable and unambiguous rules for the 
preparers of financial statements will, according to them, promote cross-border security offerings and 
the globalization of capital markets. Encouraged by the IOSCO, the lASC released an exposure draft 
(ED 32): “Comparability of Financial Statements’*, in 1989. 

The comparability project originally dealt with 29 accounting issues, on which it sought to 
eliminate a free choice of accounting methods and identify a required benchmark. The project, 
however, permitted the retention of one or more accounting treatments, in which one treatment was 
identified as the preferred and the other as the permitted alternative. The original proposal also 
provided that enterprises using the alternative treatment in their financial statements reconcile their 
reported net income and shareholders’ interest to the amounts determined by using the preferred 
treatment. This proposal of the lASC, however, was not received favourably. The respondents felt 
that this reconciliation requirement between preferred and alternative treatments would prove unduly 
burdensome or entail costs out of proportion to the likely benefit for users. The Board, therefore, 
decided that while it would not require a reconciliation, it would encourage enterprises to publish 
such a reconciliation as part of their financial statements. 

The lASC Board took the following decisions keeping in mind the various responses it had 
received. 

1. 21 of the 29 proposals in the ED 32 be incorporated in revised standards; 

2. Three proposals regarding inventory costs, development costs and borrowing costs be 
re-exposed; 

3. Five proposals be deferred pending further work on the new financial instruments project; 
and 

4. The term ‘preferred’ was replaced by the term ‘benchmark’. The changed terminology more 
clearly reflected the Board’s intention of identifying a point of reference when making its choice 
among alternatives. 

With regard to the issue relating to measurement of certain assets such as property, plant and 
equipment, long-term investments, marketable securities held as long-term investments etc., 
the Board permits the choice between historical cost and revaluation-based measurement criteria 
for them. The Board realized that permitting alternative measurement bases leads to some 
inconsistencies, but opined that it was impossible and inappropriate to remove the choice in the 
present circumstances. 

Steps to improve the standards. The Board was of the firm view that if enforced, international 
standards could improve both the transparency of the activities of TNCs as well as the comparability 
of their financial statements. Accordingly, it is also undertaking an improvement project to ensure 
that its standards are sufficiently detailed and complete to meet the demands of international capital 
markets for greater disclosure and improved comparability. The improvements envisaged include: 

1. Each revised standard to begin with a clear statement of its objectives; 
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2. The terminology in each standard to conform to the conceptual framework; 

3. The content of each standard to be consistent with other stand^irds; and 

4. Standardization of the definition of terms and development of a glossary of these terms. 

The comparability project has no doubt narrowed the range of choices, a major criticism 
levelled against the lASC in the past. Much would, however, depend on the success of the comparability 
project. Purvis, Gemon and Diamond,mention three prerequisites for ihe success of the project. 
These are 

1. The member countries must be willing to cooperate, rather than fight with the lASC, to 
promote their national interests; 

2. Regional efforts at harmonization must be restrained or otherwise subordinated to lASC’s 
endeavours, otherwise, the present efforts of the EC to harmonize accounting standards, within the 
community would pose serious obstacles to development of worldwide standards, and 

3. The availability of adequate resources is a must without which it would be difficult for it 
to achieve its objectives. 

Under the current arrangement, the lASC’s budget is funded by the IFAC, which in turn 
collects membership fees from the member institutions. Restructing the funding procedure so as to 
enable the lASC to collect its contributions directly and also augment its resources is an essential 
prerequisite for enhancing its effectiveness as a provider of international accounting standards. It is 
imperative for the lASC to succeed else its very existence would be at risk. As Kanga observed, “if 
the LASC fails in its mission, the UN or regional governmental bodies will step in as the clamour 
grows to improve transnational reporting”.The LASC has already issued improved revised standards 
for Standards 2, 8, 9, 11, 16, 18, 19, 21 and 23. 

THE INTERNATIONAL CAPITAL MARKETS GROUP 

Another group formed recently in the private sector to assist in promoting investor confidence 
internationally is the International Capital Markets Group. This group comprises the Federation 
Internationale des Bourses de Baleirs, the International Federation of Accountants and the International 
Bar Association section on Business Law, These three international organizations were drawn together 
by the fact that each has an interest in the well-being of the world capital markets. They will cooperate 

1. To consider developments within their areas of concern in the world capital markets, proposals 
for regulation and in general matters which affect opportunities for investment and acquisition of 
capital by transnationals; 

2. To promote confidence of the investor internationally and enhance their protection; 

3. To comment when appropriate, on their activities and conclusions; 

4. To take other actions they may deem beneficial to their purposes. 

Formed with these objectives, the group is undertaking, on a trial basis, three projects relating 
to international accounting standards, regulatory problems and takeovers, and business combinations. 

The objective of the first project on international accounting standards is to focus attention on 
the need for more comparability in financial statements and to obtain an insight into the factors 
obstructing harmonization among the important commercial countries. 

The second project is aimed at encouraging discussion on the possible solutions to international 
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regulatory problems. Two papers have been produced, one highlighting the regulatory issues and the 
other analysing the alternative solutions. A third paper is also being prepared focusing on the discussions 
and recommendations. 

The third project relates to international takeovers and business combinations; its object being 
to draw attention to the impact of present rules on cross-border transactions. A paper prepared by the 
group comparing the relevant legal and other regulations of important countries reveals that some of 
the differences are the outcome of deep-seated national interests. The paper aims at encouraging 
discussion on the extent to which national interest should be subordinated to the need to facilitate 
global capital flows. 

THE INTERNATIONAL FEDERATION OF ACCOUNTANTS 

October 7, 1977 became a landmark date in the history of world accounting when 63 accounting bodies 
from 49 countries signed an agreement to establish the long envisaged International Federation of 
Accountants (IFAC) at Munich, Germany. The IFAC replaces the eleven-nation International 
Coordination Committee for the Accounting Profession (ICCAP) which developed the concept and 
format for the new organization. The membership of IFAC comprises 110 accounting bodies from 
80 countries. 

Structure 

The constitution of IFAC provides for governing bodies consisting of an assembly and a council. The 
assembly consists of representatives from each member body. It is responsible for: 

1. Electing members to the council 

2. Deciding on the timing, location and host bodies for the international congresses 

3. Fixing the financial contributions of member bodies. 

Decisions are normally taken by simple majority vote of eligible members except that changes 
in the scale of contribution or in the IFAC’s constitution require a two-thirds vote. 

The IFAC council consists of 15 representatives from member bodies from 15 countries. They 
are elected by the assembly for a five-year term and are responsible for implementing the objectives 
of IFAC. The council is required to perform a host of duties such as appointment of the standing 
committee, determination of the professional accounting bodies to be admitted to the membership of 
IFAC, suspension of members who do not pay their financial contribution etc. 

The IFAC has established various committees to help it achieve its objectives. These are: 

1. Planning^ 

2. Education 

3. Ethics 

4. Financial and Management Accounting 

5. International Auditing Practices 

6. Public Sector 

7. Auditing in an EDP environment 

8. World Congress 

* As stated in the report of the Council for 1991 the Planning Committee has been disbanded leaving only seven 
committees. 
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The IFAC recognizes that the lASC is the body responsible for developing international 
accounting standards, and the lASC accepts the IFAC as the spokesman for the accounting profession 
worldwide. In 1978, a special working party of both lASC and IFAC was formed to examine how 
the special relationship between the two could be made more formal. Tlie working party submitted 
its report in 1981. Consequently, the Twelfth International Congress held in Mexico in 1982 witnessed 
growing proximity between the two organizations. A series of mutual commitments were agreed 
upon. These include: 

1. All professional accounting bodies taking up the membership of tho IFAC would automatically 
become members of the lASC; 

2. The lASC would retain full autonomy in its role as a standard-setter. It would also be 
authorized to liaise with outside bodies in both, the development and promulgation of those standards; 

3. The IFAC would support the adoption of international accounting standards by engendering 
the active cooperation of its professional members. Publication and acceptance of international standards 
would be sought in their respective countries and the auditors, governments, and the business 
community in general, would be pressurized to ensure that published financial statements comply 
with their standards or disclose non-compliance. The lASC would in turn accord the IFAC the right 
to nominate all the members of its board. Under the terms of the agreement the IFAC would 
contribute 10 per cent of the lASC budget. 

The International Auditing Practices Committee (lAPC) alone has the specific authority to 
issue, on behalf of the IFAC Council, exposure drafts and guidelines relating to generally accepted 
auditing practices and lay down the form and content of audit reports in terms of international 
standard-setting. The lAPC has issued a codified set of all its 31 International Standards of Auditing 
(ISAs). 

An important objective of IFAC is to encourage the formation and development of regional 
organizations because they provide opportunities for cooperation and development of the profession. 
The significant regional organizations are: the Inter-American Accounting Association (lAA), the 
Confederation of Asian and Pacific Accountants (CAPA) and the FEE. There is need to develop 
similar regional organizations in other regions also. 

CONFEDERATION OF ASIAN AND PACIFIC ACCOUNTANTS 

It was earlier known as the Asian Pacific Accountants Convention. The first convention was held in 
Manila in 1957. The membership of the organization consists of 31 accountancy bodies from 
22 countries. In 1991, two French bodies: Ordre des Experts Comptables et des Comptables Agrees, 
and the Compagnie Nationale des Commissaires aux Comptes, were admitted to CAPA. They represent 
France’s interest in the South Pacific i.e. Polynesia and New Caledonia. 

CAPA aims at developing a coordinated regional accounting profession. It has developed an 
eight-course teaching resource material for accounting technicians, under technical assistance from 
the Asian Development Bank, which has been distributed to CAPA member bodies, international 
accounting organizations, the appropriate government agencies and educational institutions in the 
Asia and Pacific region. 

CAPA is examining the viability of a regional accountancy resource centre, to take care of 
continuing professional education, accounting technicians’ training, developing accounting organizations 
and application of new technology in accounting education. The 13th CAPA conference was held in 
Vancouver in 1993. 
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INTER-AMERICAN ACCOUNTING ASSOCIATION 

The Inter-American Accounting Association (lAA) or Association Inter-Americana de Contabilidad 
(AIC) is an association of North and South American accounting bodies. Its membership comprises 
28 sponsoring bodies from 23 countries. The lAA operates a secretariat located in New York and 
works through a number of sub-committees. One of the sub-committees is concerned with terminology 
— its objectives being to unify accounting terms in the two Americas and compile a dictionary of 
accounting in English, Spanish and Portuguese. A second sub-committee has been associated with 
the exchange of students and teachers among member countries. A third sub-committee attempts to 
tackle the issue of accounting principles and standards. Commenting on the need for uniformity and 
the role of the association, Eliot observes. 

The uniformity which is sought is vital for the economic progress of Latin America. Confidence 
must be instilled in private inve.stors so that Latin America will attract its share of private capital. 

The work of the AIC is highly desirable because it is one of the most direct means of influencing 
the proper development of accounting in the Latin America area.^*^ 

An interesting illustration of the spread of accounting ideas between countries as a consequence 
of the conference is the adoption of inflation adjustment to accounts. The ninth conference dealt with 
the issue and resolved that member-country organizations should take the necessary steps in this 
regard in their respective countries. Argentina was the first to adopt this recommendation followed 
by Chile. 

With support from the IFAC the lAA has embarked on a project to translate and publish 
international accounting standards and auditing guidelines to be distributed among member bodies. 
Besides, to improve the level of accounting of its affiliates and member bodies, lAA is also making 
efforts to publish technical books and organize management courses. Another endeavour of the 
lAA is to promote the profession among young students by organizing Accounting Students* 
Congresses. 

ASSOCIATION OF SOUTH EAST ASIAN NATIONS FEDERATION OF ACCOUNTANTS 

The Association of South East Asian Nations Federation of Accountants (AFA) was formed in 1977. 
This regional accounting body comprises five South East Asian countries namely, Indonesia, Malaysia, 
Philippines, Thailand and Singapore. The primary objective of the association is, 

to provide an organization for the Association of South East Asian Nations’ (ASEAN) accountants 
for the further advancement of the status of the profession in the region with a view to establish 
an ASEAN philosophy on the accounting profession, to establish a medium for closer relations, 
regional cooperation and assistance among ASEAN accountants and... to work in cooperation with 
ASEAN business regional groupings, whose economic development efforts may be completed by 
ASEAN accountants. 

The long-term objective of the association is reflected in the sfieech delivered at the second conference 
by Mr. Chuan, the then president of the Singapore Society of Accountants. He said. 

For the longer term objective it may even be possible to gradually harmonize accounting and 
auditing standards and practices in the ASEAN region. The task is not an easy one. Owing to the 
differences in history, culture, and political systems, the accounting and auditing practices in the 
ASEAN countries vary from country to country.^^^ 

In 1979, AFA produced its first accounting standard, which was on the subject of fundamental 
accounting principles, and in 1980 it issued its first auditing standard. Besides the accounting and 
auditing standards, AFA is also interested in working towards common educational standards and in 
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developing a code of ethics applicable to its member countries. AFA has its permanent secretariat 
at Manila. Its structure consists of a council, which has one representative from each ASEAN country 
and four standing committees. These committees are for: 

1. Accounting principles and standards; 

2. Auditing principles and standards; 

3. Education; and 

4. Professional development. 

Thus, this new international force is expected to bring about greater h.irmonization of accounting 
and auditing practices in the ASEAN countries. 

SUMMARY 

With the increased globalization of transnational corporations and the surge m cross-border investments, 
the need for a common language of business in financial statements is being increasingly felt. The 
investors and other users of financial statements are demanding improved comparability and 
transparency. Besides, policies of international lending organizations, securities exchanges, international 
underwriters and international rating agencies encourage the use of internationally accepted accounting 
standards. Despite the fact that by and large, there is unanimity* on the need for narrowing the 
diversity in accounting and reporting worldwide, progress achieved in this direction has been slow. 
This could be because financial statements in different countries are aimed at different user groups, 
national standard-setters are not interested in giving up their authority or in amending their practices 
to bring them in line with externally established norms, different legal systems are prevalent 
internationally, and there is no authoritative body with the ability to mandate the adoption of global 
generally accepted accounting practices. 

There are, however, a number of groups working in the area of international standard-setting 
and harmonization. Some are intergovernmental like the European Community, the OECD and the 
Intergovernmental Working Group of the UNCTNC, while others are private like the lASC, IFAC, 
and FEE. It must be mentioned here that of these, only one has enforcement powers namely, the 
European Community — a regional organization. Success of the lASC Comparability Project ED 32 
supported by IOSCO and the formation of new groups such as the European Accounting Forum and 
the International Capital Markets Group will hopefully lead to improved transparency and comparability 
of the financial statements used by international users. 

REVIEW QUESTIONS 

1 . Distinguish between internationalization and harmonization of accounting standards. Examine 
the role of the LASC in the field of harmonization. 

2 . “Harmonization is impossible and unnecessary.” Do you agree with this statement? Explain your 
position. 

3. “One of the criticisms levelled against the lASC is that it permits too many alternatives, which 
defeats the purpose of standardization.” Comment. What steps have been taken by the LASC 
board in recent years to overcome this criticism? 

♦There could be a few exceptions like Goetz who feel that international accounting harmonization is not only 

impossible but also unnecessary. See Accounting Horizons, March 1991, pp. 85-88. 
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4 . Examine the comparability project ED 32 of the lASC. To what extent do you think it will be 
successful in improving the international comparability and transparency of financial statements? 

5. “Despite the growing awareness of the need for harmonization of accounting practices, the 
progress in this sphere is very slow.” Comment bringing out the impediments to harmonization. 

6. Some authorities consider the establishment of regional standards as an obstacle to the development 
of worldwide standards. Would you agree with this view? Explain your position. 

7. What were the objectives for which the Intergovernmental Working Group of Experts on 
International Standards of Accounting and Reporting was established? To what extent has it 
been successful in achieving these objectives? 

8. Distinguish between a directive and a regulation in the context of the EC. Examine the important 
provisions of the directives of the EC which are of relevance to accounting and financial 
reporting. 

9. “The OECD’s activities in the field of harmonization are only a duplication of the UN’s efforts.” 
Do you agree with this statement? Explain your position. 

10, “The existence of numerous organizations has only complicated the harmonization issue.” 
Comment bringing out the fundamental difference if any, between these organizations. 
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INTRODUCTION 

Businesses today have extended beyond national frontiers, as they seek investment capital in world 
markets. However, existing diversities in accounting practices have the potential to diminish the 
international flow of capital. Heterogenous accounting information makes resource allocation decisions 
difficult. Investors and financial analysts would like to be assured with regard to the reliability and 
comparability of the financial statements. Standardization is a step in this direction. It would improve 
the comparability of international financial information, which in turn would clear the current 
misunderstanding concerning the reliability of foreign financial statements, thus eliminating one of 
the primary impediments to the flow of international investment. Recognizing the urgent need for 
uniformity in terminology, approach and presentation of financial statements of economic enterprises, 
a major private sector response was the creation of the International Accounting Standards Committee 
(lASC) in 1973. The objectives and working of the lASC have been discussed in detail in 
Chapter 8. 

The Institute of Chartered Accountants of India (ICAI), which is a primary institution for the 
development of accountancy in India, became an associate member of the lASC in April 1974. lASC 
members are under obligation to support the work of the lASC by publishing in their respective 
countries, every International Accounting Standard (IAS) approved for issue by the board and using 
their endeavour to 

1. Ensure that published financial statements comply with the IASs in all material respects and 
also disclose this fact. 

2. Persuade governments and standardrsetting bodies in their respective countries that published 
financial statements should comply with IASs in all material respects. 

3. Persuade the authorities controlling the securities markets and the business community 
that published financial statements should comply with IASs in all material respects and disclose this 
fact. 


4. Ensure that the auditors satisfy themselves that the financial statements comply with the 
IASs in all material respects. 

5. Fost-*r acceptance and observations of IASs internationally.* 

The IASs promulgated by the lASC do not, however, override the local regulations. They may, 
therefore, be slightly modih ! to suit the legal, professional and business environment of member 
countries. To carry out its obfjations to the lASC, it was necessary for the ICAI to establish a 
national standard-setting body in India. This chapter examines the standard-setting process in India 
and compares the Indian standards with those issued by the LASC. 
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THE ACCOUNTING STANDARDS BOARD AND ITS OBJECTIVES 

Recognizing the need to harmonize the diverse accounting practices prevalent in India and to integrate 
them with the global practices, the Accounting Standards Board (ASB), comprising members 
representing varied interest groups, was constituted in April 1977. Beside , eminent members of the 
accounting profession, it has representatives from the industry, the Company Law board. Comptroller 
and Auditor General of India, Central Board of Direct Taxes, banks, and public enterprises. Considering 
the developments in the capital markets, the council of ICAI decided to invite a representative on 
the board from the IDBI and other major national financial institutions, the Securities and 
Exchange Board of India (SEBI), the Management Institutes in India, and the University Grants 
Commission. 

The Accounting Standards Board was established with the following objectives; 

1. To formulate accounting standards keeping in mind the legal constraints, customs, usage and 
business environment in the country. Since the ICAI is a member of the lASC, the ASB should give 
due consideration to the standards issued by the LASC and try to integrate them in its own standards 
to the extent possible in the light of the conditions and practices prevailing in India. 

2. To propagate the Accounting Standards (AS) and persuade the concerned parties to adopt 
them in the preparation and presentation of their financial statements. 

3. To issue guidance notes on the Accounting Standards and give clarifications on issues 
arising therefrom. 

4. To periodically review the Accounting Standards.^ 

The accounting standards are issued under the authority of the council of the Institute of 
Chartered Accountants of India. 

SCOPE AND STATUS OF ACCOUNTING STANDARDS IN INDIA 

Accounting standards issued by the ASB do not override the law applicable in that context. 
Consequently, if a standard is in conformity with the law when it is issued but subsequently the law 
is amended and the provisions of the two differ, the provisions of the said law will prevail and the 
financial statements will be prepared accordingly. 

While formulating standards the ASB concentrates on essential matters and tries to keep them 
as simple as possible so that their compliance rate on a nationwide basis is high. Complex standards 
tend to have lower compliance rates. In the initial years the standards were recommendatory in 
character, and efforts were made by the ICAI to give them wide publicity among the users of the 
financial statements and educate the members about the utility of accounting standards and the need 
for compliance with them. Having created this awareness, steps were taken to make the standards 
mandatory. To begin with, two standards i.e. AS 4 on Contingencies and Events Occurring after the 
Balance Sheet Date, and AS 5 Prior Period and Extraordinary Items and Changes in Accounting 
Policies, were made mandatory in April 1989. This was followed by making six other standards 
namely AS 1 and AS 7 to 11 mandatory, in respect of accounts for periods beginning on or after 
April 1, 1991. It must be mentioned here that on account of the recent developments in the economy 
it was proposed to revise AS 11 and an exposure draft to the effect was issued in August 1993, and 
the revised standard was issued in December 1994 and became effective since April 1, 1995. Other 
standards issued recently which are mandatory for periods beginning on or after April 1, 1995 
include AS 12: Accounting for Government Grants, AS 13; Accounting for Investments, AS 14: 
Accounting for Amalgamation and AS 15: Accounting for Retirement Benefits in the Financial 
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Statements of Employers. Thus of the 15 standards all are mandatory except AS 2: Valuation of 
Inventories and AS 3: Changes in Financial Position. The Companies Bill 1993, however, proposes 
to make it compulsory for every company to adopt all significant accounting policies in conformity 
with the accounting standards laid down by the ICAI. 

The effect of changing the status of the standards from recommendatory to mandatory is that 
it will then be the duty of the members of the Institute to examine, while discharging their attest 
function, whether the accounting standard is complied with in the presentation of the financial 
statements covered by their audit. In the event of any deviation from the accounting standard, it will 
be their duty to make adequate disclosure in their audit reports so that the users of financial statements 
may be aware of such deviations. 

PROCEDURE FOR FORMULATION OF ACCOUNTING STANDARDS IN INDIA 

The ASB first decides a broad area which requires to be standardized and the priorities that are to 
be accorded to it. In the preparation of accounting standards the ASB is assisted by various study 
groups constituted at various regional centres for the purpose of preparing preliminary drafts on the 
selected subjects. The formation of study groups is done in such a manner as to ensure wide participation 
of not only members of the Institute but experts from various walks of life such as industry, government 
and various financial institutions. The study group then prepares a preliminary draft on the proposed 
accounting standard in the selected area for consideration by the ASB. Prior to discussion of the 
preliminary draft prepared by the study group, the ASB will hold dialogues with representatives of 
the government, public sector undertakings, industry and other organizations to ascertain their views. 
The Exposure Draft to the proposed standard is then prepared on the basis of the dialogues with various 
representatives referred to above. The Exposure Draft generally contains basic points such as: 

1. A statement of concepts and fundamental accounting principles relevant to the standard. 

2. Explanation of terms to be used in the standards. 

3. The manner in which the accounting principles have been applied in formulating the standards. 

4. The presentation and disclosure requirements relevant thereto. 

5. The date from which the standard is proposed to be effective. 

A deadline is fixed for receipt of comments on the ED from various sections of society. The 
draft of the proposed standard is finalized by the ASB incorporating, if possible, the suggestions 
received, and submitted to the council of the Institute. The final draft is then considered by the 
council, if any modifications are necessary they are made in consultation with the ASB and the 
standard is then issued under the authority of the council. 

STANDARDS ISSUED BY THE INSTITUTE OF CHARTERED ACCOUNTANTS OF INDIA (ICAI) 

The ICAI issued 15 standards upto June 1995. These are: 



Standard 

Year of Issue 

AS 1 

Disclosure of Accounting Policies 

1979 

AS 2 

Valuation of Inventories 

1981 

AS 3 

Changes in Financial Position 

1981 

AS 4 

Contingencies and Events Occurring After the Balance Sheet Date 

1982 
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Standard Year of Issue 


AS 5 Prior Period and Extraordinary Items and Changes in Accounting Policies 1982 

AS 6 Depreciation Accounting 1982 

AS 7 Accounting for Construction Contracts 1983 

AS 8 Accounting for Research and Development 1985 

AS 9 Revenue Recognition 1985 

AS 10 Accounting for Fixed Assets 1985 

AS 11 Accounting for Effects of Changes in Foreign Exchange Rates 1989 

(Revised in 1994) 

AS 12 Accounting for Government Grants 1991 

AS 13 Accounting for Investments 1993 

AS 14 Accounting for Amalgamation 1994 

AS 15 Accounting for Retirement Benefits in Financial Statements of Employers 1994 


A brief description of the important provisions of the standards follows. 

AS 1 Disclosure of Accounting Policies^ 

This standard deals with the disclosure of significant accounting policies followed in the preparation 
and presentation of financial statements by an enterprise. Since the accounting policies 
adopted exercise a decisive influence on the profits and losses reported, and the state of 
affairs reflected in the financial statements, the disclosure of significant policies is essential to 
proper appreciation of the picture presented by such statements. The standard thus aims at promoting 
a better understanding of the financial statements. Disclosure of significant accounting policies 
also facilitates a more meaningful comparison of financial statements of different companies. 
Going concern, ‘consistency’ and ‘accrual’ have been described by the standard as the fundamental 
assumptions underlying the preparation and presentation of financial statements. The standard 
requires that if any of these fundamental assumptions has not been followed, this fact should be 
disclosed. 

The primary consideration that ought to guide a company in selecting the accounting policy is 
that the financial statement should reveal a ‘true and fair’ picture. The major considerations which ought 
to be kept in mind while doing so are ‘prudence’, ‘substance over form’ and ‘materiality’. Besides 
requiring the disclosure of all significant policies the standard also requires the disclosure of any change 
in accounting policy which is likely to have a material impact during the current period or which is 
likely to have a material effect in latter periods. It is interesting to note here that the Companies Bill 
1993 (which is expected to be approved in the near future), provides for disclosure of the amount by 
which any item in the financial statement is affected by such change. Where the amount is not 
ascertainable the fact needs to be clearly indicated. Another important amendment proposed is that all 
significant accounting policies adopted in the presentation of financial statements shall be disclosed 
in one place. 

AS 2 Valuation of Inventories^ 

Inventories, particularly in a manufacturing concern, constitute after fixed assets, the second largest 
item in the financial statements. Hence, the value attached to them has a decisive influence on the 
operating results and financial position depicted. A great deal of diversity existed in the prevailing 
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valuation practices. The standard, therefore, aims at narrowing these differences and ensuring adequate 
disclosure in the financial statements. 

According to the standard, inventories should be valued at historical or net realizable value, 
whichever is lower. Certain exceptions to the rule have, however, been permitted in paras 29.1-29.4. 
The historical cost of inventories should normally be determined by using the first-in-first-out (FIFO), 
average cost, or last-in-first-out (LIFO) formula. For goods manufactured and earmarked for a specific 
purpose, or in case of inventory items that are not ordinarily interchangeable, the specific identification 
method may be used. In a retail business where the inventory is comprised of items the individual 
costs of which are not readily ascertainable, the adjusted selling price may be used. The base stock 
method may be used in exceptional circumstances only. 

Direct costing or absorption costing may be used for determining the historical cost of 
manufactured inventories. Where absorption costing is used, the allocation of fixed cost to inventory 
should be based on the normal level of production. Overheads other than production should be 
included only to the extent that they relate to putting the inventories at their present location and 
condition. The accounting policy adopted for valuation of inventories along with the cost formulation 
used should be disclosed in the financial statements. Any change in the accounting policy which has 
a significant effect should also be disclosed. 

AS 3 Changes in Financial Position^ 

This standard deals with the funds statement, more popularly known as the ‘Statement of 
Sources and Applications of Funds’ or the Funds Flow Statement, which summarizes the sources and 
uses of funds of an enterprise for a given period. The term ‘funds’ for the purpose of this 
statement refers to cash, cash and cash equivalents or working capital. The standard requires publication 
of the statement of changes in financial position (SCFP) along with the annual accounts, for the 
period covered by the profit and loss account and for the corresponding previous periods, even 
though under the existing legal requirements, companies in India are under no obligation to do so. 
The standard further provides that funds from or used in operations ought to be shown separately. 
It does not lay down any format for the presentation of the SCFP, but states that each company 
should adopt a form of presentation which is most informative in the circumstances. 

AS 4 Contingencies and Events Occurring After the Balance Sheet Date^ 

This standard deals with the treatment of contingencies and events occurring after the balance sheet 
date. It, however, excludes from its purview the following: 

1. Liabilities for life insurance and general insurance arising from policies issued. 

2. Obligations under the retirement benefit plans. 

3. Commitments arising from long-term lease contracts. 

4. Warranties for products sold or services rendered. 

According to the standard a contingent loss should be provided for by a charge to the income 
statement subject to the fulfilment of specified conditions. Where the specified condition(s) is/are not 
met, the existence of a contingent loss ought to be disclosed in the financial statement unless the 
possibility of loss is remote. The standard further provides that the contingent gains and benefits from 
contracts to the extent not executed should not be accounted for in the financial statements. 

The standard also requires the assets and liabilities to be adjusted for events occurring after the 
balance sheet date that provide additional evidence to assist the estimation of amounts relating to 
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conditions existing at the balance sheet date. Analogously, dividends stated to be in respect of 
the period covered by the financial statements and which are proposed or declared by the 
enterprise after the balance sheet date, but before the approval of the financial statements should be 
adjusted. 

Where disclosure of contingencies is required, the standard provides for the inclusion of 
information regarding the nature of the contingency, the uncertainties which may affect the future 
outcome and an estimate of the financial effect, or a statement that such an estimate cannot be made. 
Similarly, information about the nature of the event and an estimate of the financial effect, or a 
statement that such an estimate cannot be made must be given, where disclo sure of events occurring 
after the balance sheet date is required by the standard. 

AS 5 Prior Period and Extraordinary Items and Changes in Accounting Policies^ 

This standard deals with the treatment of prior period and extraordinary items .md changes in accounting 
policies in the financial statements. It recognizes the fact that these items arc generally non-recurring 
in nature and ought to be accorded special consideration. The term ‘prior period items’ has been defined 
to mean material changes or credits which accrue in the current period as a consequence of errors or 
omissions in the preparation of financial statements of one or more prior periods. Extraordinary items 
on the other hand, are gains or losses which arise from events or transactions that are distinct from the 
ordinary activities of the business and are both material and not expected to recur frequently or regularly. 

According to the standard, prior period and extraordinary items should be disclosed separately 
in the income statement of the current year together with their nature and amount in a manner that 
their impact on the current income statement can be perceived. It also elaborates the circumstances 
which necessitate a change in the accounting policy. Again, it provides that the impact of, and the 
adjustments resulting from such change, if material, should be quantified and disclosed in the financial 
statements of the period in which the change is made. If the effect of the change is not ascertainable, 
the fact should be indicated. 

AS 6 Depreciation Accounting^ 

This standard relates to an item which has a decisive influence in determining and presenting the 
financial position and result of operations of an organization, i.e. depreciation. It contains provisions 
with regard to accounting for depreciation and disclosure requirements connected therewith. 

The standard excludes from its purview certain depreciable assets which require special 
consideration. These include; 

1. Forests, plantations and similar regenerating natural resources 

2. Wasting assets including expenditure on exploration and extraction of minerals, oils, natural 
gas and similar non-regenerative resources 

3. Expenditure on research and development 

4. Goodwill 

5. Livestock 

6. Land unless it has a limited useful life for the company. 

The standard provides that the depreciable amount of the asset should be allocated on a systematic basis 
to each accounting period during the useful life of the asset. In certain cases the statute governing 
an enterprise may provide the basis for computation of depreciation. For instance, the Indian Companies 
Act 1956 requires depreciation to be provided either according to the reducing balance method (as 
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per the provisions of the Income Tax Act/Rules), or on the corresponding straight line depreciation 
rates which would write off 95 per cent of the original cost over the specified period. 

Where the historical cost of the depreciable asset has undergone a change due to either exchange 
fluctuation adjustments, or revaluation etc., depreciation on the revised unamortized amount should 
be provided for over the residual useful life of the asset. For estimating the useful life of a depreciable 
asset, the expected physical wear and tear, obsolescence and legal or other limitations in the use of 
the asset should be taken into consideration. The method of depreciation selected should be adopted 
consistently from period to period, to enable comparison of results of the operations of an enterprise 
over a period of time. The method should be changed only if such a change is necessitated by some 
statute or would result in a more appropriate presentation of the financial statements of the enterprise. 
Such a change ought to be treated as a change in the accounting policy and its effect should be 
quantified and disclosed. 

The standard also requires disclosure in the financial statements, of the method of depreciation 
used and the historical costs of the assets, the total amount of depreciation for each class of assets, 
the related accumulated depreciation, the depreciation rates or the useful lives of the assets where 
these are different from those specified in the statute governing the enterprise. 

It must be mentioned here that companies are statutorily required to disclose in their annual 
accounts information regarding the depreciation method used and the depreciation rates or the useful 
lives of the assets, if they are different from the principal rates specified in the schedule, consequent 
upon the insertion of Schedule XIV in the Companies Act, 1956 by the Companies (Amendment) 
Act, 1988. 

AS 7 Accounting for Construction Contracts^ 

This standard relates to accounting for construction contracts in the financial statements of contractors. 
It is also applicable to enterprises undertaking construction activities on their own account as a 
venture of a commercial nature, where the enterprise has entered into agreements for sale. The basic 
feature which characterises a construction contract is the fact that the date on which the contract is 
secured and the date when the activity is completed fall into different accounting periods. In the 
context of this standard the term ‘construction contract’ refers to contracts for the construction of an 
asset or combination of assets which together constitute a single project. The standard also applies 
to contracts for the provision of services to the extent that they are directly related to a contract for 
the construction of an asset e.g., services of architects related to the construction of an asset. 

The basic problem associated with accounting for construction contracts is the allocation of 
revenues and related costs to accounting periods over the duration of the contract. The standard 
recognizes and recommends two alternative methods namely, the percentage of completion method, 
and the completed contract method, in accounting for construction contracts. However, where a 
particular method of accounting is used for a contract, the same method must be adopted for all 
contracts which meet similar criteria. The percentage of completion method would be appropriate in 
cases where that outcome of the contract can be reliably estimated. While recognizing the profit 
under the percentage of completion method, an appropriate allowance for future unforeseeable factors 
should be made on either a specific or a percentage basis. A foreseeable loss on the entire contract 
should be provided for in the financial statements irrespective of the amount of work done and the 
method of accounting followed. Profits in case of fixed price contracts should not be recognized 
normally unless the work on a contract has progressed to a reasonable extent. 

The disclosures required in the financial statements relate to the amount of construction work 
in progress, the progress payments received, and advances and retentions on account of contracts 
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included in it and the amount receivable in respect of income accrued under the cost plus contract 
included in such construction work-in-progress. Any changes in the accounting ix)licy in this regard 
should also be disclosed, giving the effect of the change and its amount. 

AS 8 Accounting for Research and Development^^ 

The importance of research and development to any enterprise cannot be underestimated, particularly 
in a developing country like India. This standard aims at bringing about uniformity in the treatment 
of research and development (R & D) costs in the financial statements. Ii however, excludes from 
its purview the accounting implications of certain specialized activities such as research and 
development conducted for others under a contract, exploration for oil and gas, and mineral deposits, 
and R & D activities of enterprises at the construction stage. 

In order to achieve a reasonable degree of comparability amongsi enterprises and between 
accounting periods of the same enterprise, it is essential to identify the elements that should comprise 
R & D costs. This standard, therefore, specifies the costs that should be included in R (& D expenditure: 
These include 

1. Salaries and wages, and other related costs of personnel engaged in R & D activity 

2. Cost of materials and services consumed in research and development 

3. Depreciation of buildings, equipment and facilities which have alternative economic uses, 
to the extent that they are used for R & D work 

4. Overhead costs related to R & D 

5. An appropriate amortization of the cost of building, equipment and facilities which have no 
alternative economic use, to the extent that they are used for R & D 

6. Payments to outside bodies for R & D projects related to the enterprise 

7. Other costs related to R & D such as amortization of patents. 

Research and development costs should normally be charged as an expense to the period in 
which they are incurred. However, in certain circumstances, they may be deferred. Deferral is 
permitted if the following criteria are satisfied 

1. The product or process is clearly defined and the costs attributable to the product or process 
can be separately identified 

2. The technical feasibility of the product or process has been demonstrated 

3. The management of the enterprise has indicated its intention to produce or market, or use, 
the product or process 

4. There is reasonable indication that current, and future research and development costs to 
be incurred on the project, together with expected production, selling, and administration costs are 
likely to be more than covered by related future revenues/benefits 

5. Adequate resources exist, or are reasonably expected to be available, to complete the project 
and market the product or process. 

If the deferral approach is adopted, it should be applied to all such projects that meet the above- 
mentioned criteria. The deferred costs should be allocated to future accounting periods on a systematic 
basis. Deferred R & D expenditure should be disclosed separately in the balance sheet under the head 
^Miscellaneous Expenditure'. 
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AS 9 Revenue Recognition^^ 

This standard deals with the basis for recognition in the income statement of an enterprise, of revenue 
arising in the course of its ordinary activities from the sale of goods, rendering of services and the 
use by others of resources of the enterprise yielding interests, royalties and dividends. It does not 
cover revenue arising from construction contracts, lease agreements, government grants and other 
subsidies, and in case of insurance companies, arising from insurance contracts. 

The standard is mainly concerned with the timing of recognition of revenue in the income 
statement of an enterprise and assumes that the three fundamental accounting assumptions of going 
concern, consistency, and accrual, have been followed in the preparation and presentation of financial 
statements. It further explains that where uncertainties exist regarding the determination of the amount 
or its associated costs, these uncertainties may influence the timing of revenue recognition. 

Revenue from sale of goods should be recognized when the requirements as to performance 
have been satisfied. This will be deemed to happen, when the seller of the goods has transferred to 
the buyer the property in the goods for a price, or all significant risks and rewards of ownership, and 
the seller retains no effective control on the goods transferred, and no significant uncertainty exists 
regarding the amount of the consideration that will be derived from the sale of the goods. 

In a transaction involving the rendering of services, revenue should be recognized when the 
requirement as to performance is satisfied. Performance should be regarded as achieved when no 
significant uncertainty exists regarding the amount of consideration that will be derived from rendering 
the services. 

Revenues arising from interest should be recognized on a time proportion basis, taking into 
consideration the amount outstanding and the rate applicable. For royalties, it should be on an accrual 
basis in accordance with the terms of the relevant agreement. In case of dividends, revenue is 
recognized when the owner’s right to receive payment is established. The standard further provides 
that an enterprise should disclose the circumstances in which revenue recognition has been postponed 
pending the resolution of significant uncertainties. 

AS 10 Accounting for Fixed Assets^^ 

Fixed assets often constitute a significant portion of the total assets of an enterprise, and are therefore 
important in the presentation of its financial position. Besides, the determination of whether an 
expenditure represents an asset or an expense can have a decisive influence on its reported performance. 
It is therefore necessary to standardize the accounting for fixed assets, and hence this standard. 
According to Standard 10, an asset is deemed to be fixed when it is held with the intention of being 
used for the purpose of providing or producing goods or services, and is not held for sale in the 
normal course of business. Judgement is, however, required while applying the criteria to specific 
circumstances or specific type of enterprises. For instance, an enterprise may decide to expense an 
item which could otherwise have been included as fixed assets because the amount of the expense 
is not material. 

As regards component of cost, the standard provides that the cost of a fixed asset comprises 
its purchases price (after deducting trade discounts and rebates) and any other cost directly attributable 
to bringing the asset to its working condition for its intended use. Financing costs relating to deferred 
credits or to borrowed funds attributable to construction or acquisition of fixed assets for the period 
upto the completion of the construction or acquisition of fixed assets are also sometimes included in 
the gross book value of the assets to which they relate. 

Where the fixed asset is acquired in exchange for another asset, the cost of the asset acquired, 
should be recorded either at fair market value or at the net book value of the asset given up, adjusted 
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for any balancing payment, or receipt of cash or other consideration. Fixed assets acquired in exchange 
for shares or other securities in the enterprise should be recorded at their fair market value, or the 
fair market value of the securities issued, whichever is more clearly evident They should be removed 
from the financial statements on disposal or when no further benefit is expected from their use. The 
loss if any, arising from the retirement, or gains or losses arising from the disposal of the assets 
should be recognized in the profit and loss statement. 

The standard also contains provisions with regard to revaluation of fixed assets. An entire class 
of assets should be revalued, or the selection of assets should be made on a systematic basis, which 
should be disclosed. Such revaluation of a class of assets should not result in the net book value of 
that class being greater than the recoverable amount of assets of that clavs. When a fixed asset is 
revalued upwards, any accumulated depreciation existing at the date of revaluation should not be 
credited to the profit and loss account. Any increase in the net book value chi such revaluation should 
be credited directly to revaluation reserve, except that, to the extent that such increase is related to 
and not greater than a decrease arising on revaluation previously recorded as a charge to the profit 
and loss account, it may be credited to the profit and loss account. 

Fixed assets acquired on hire-purchase terms should be recorded at iheir cash value, which, if 
not readily available, should be calculated by assuming an appropriate rate of interest. Such assets 
should be shown in the balance sheet with an appropriate narration to indicate that the enterprise does 
not have its full ownership. 

Goodwill should be recorded in the books only when some consideration in money or money’s 
worth has been paid for it. The direct cost of developing a patent should be capitalized and written 
off over its legal term of validity or over its working life, whichever is shorter. 

AS 11 Accounting for Effects of Changes in Foreign Exchange Rates’^ 

This controversial issue first received the attention of the Institute in 1976, when it issued a ‘Statement 
on Accounting for Foreign Currency Translation*. This statement was withdrawn in 1989, when the 
Institute came out with standard AS 11 to the effect, “Accounting for the Effects of Changes in 
Foreign Exchange Rates”. The policy of a Liberalised Exchange Rate Mechanism (LERMs) and the 
full convertibility of the rupee announced by the Government in March 1993, compelled the Institute 
to review the standard. Consequently in August 1993 an ED was issued to the effect, thereafter in 
December 1994 a revised standard was announced. 

Scope of the standard. The scope of the revised standard is similar to that of the earlier standard. 
It is also restricted to accounting for the effects of changes in foreign exchange rates with regard to 
transactions in foreign currencies and the translation of financial statements of foreign branches, for 
inclusion in the financial statements of the enterprise. Again, problems of translation in consolidating 
of subsidiaries is not within its purview, as there is no legal requirement to that effect at present in 
India. 

Treatment of foreign currency transactions. As regards recording of foreign currency transactions 
the standard contains the following provisions: 

1. Recording transactions on initial recognition. A transaction in a foreign currency should be 
recorded in the reporting currency by applying to the foreign currency amount the rate prevailing at 
the date of the transaction, except for interrelated transactions, in which case the standard requires 
the application of the same rate to a group of interrelated transactions. In this context two or more 
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transactions are considered to be interrelated if by virtue of being set off against one another or 
otherwise they affect the net amount of reporting currency that will be available on or required for, 
the settlement of those transactions. 

2. Reporting subsequent to initial recognition. As regards reporting the effects of changes in 
exchange rates subsequent to initial recognition at the balance sheet date, the standard 
distinguishes between monetary and non-monetary items. Monetary items denominated in a 
foreign currency are to be reported at the closing rate. However, in circumstances where the 
closing rate does not reflect with reasonable accuracy the amount in reporting currency that is 
likely to be realized from or required to disburse, the foreign currency items at the balance sheet 
date, a rate that reflects approximately the likely realization or disbursement as aforesaid should 
be used. For non-monetary items (other than fixed assets) which are carried at historical cost, the 
historic rate ought to be used and for items carried at fair value or similar other valuation the 
exchange rate that existed when the values were determined ought to be used for reporting such 
items. 

3. Recognition of differences. Exchange differences arising on foreign currency transactions should 
be recognized as income or as expense in the period in which they arise, except in case of differences 
arising on repayment of liabilities incurred for the purpose of acquiring fixed assets, which are 
carried in terms of historical cost, in which case the carrying amount of the fixed assets should be 
adjusted with the difference. Adjustments should also be made to the carrying amount of the fixed 
asset to account for any increase or decrease in the liability of the enterprise, as expressed in the 
reporting currency by applying the closing rate, for making payment towards the whole or part of 
the monies borrowed by the enterprise in foreign currency for the purpose of acquiring the assets. 
Similar adjustments are also necessary in case of fixed assets which are carried in terms of revalued 
amounts. However, such adjustment should not result in the net book value of the class of revalued 
assets exceeding their recoverable amount. 

4. Forward exchange contracts. Differences arising on account of forward exchange contracts 
should be recognized as income or expense over the life of the contract, except in case of liabilities 
incurred for acquiring fixed assets in which case, such differences should be adjusted to the carrying 
amount of the respective fixed assets. Similarly the profit or loss arising on cancellation of a forward 
exchange contract should be recognized as income or expense for the period, except in case of 
contracts relating to liabilities incurred for acquiring fixed assets, in which case such profit or loss 
should be adjusted to the cost of the respective asset. 

5. Depreciation. The standard further provides that when the cost of a depreciable asset has undergone 
a change on account of adjustments in the carrying value of the asset in accordance with any of the 
above discussed provisions, the depreciation on the revised unamortized depreciable amount should 
be provided for in accordance with AS 6. 

Translation of financial statements of foreign branches. The provisions with regard to the 
translation of the financial statements of foreign branches are: 

1. Revenue items, other than opening and closing inventories, and depreciation, should be 
translated at the average rate. The weighted average may be applied in appropriate circumstances. 
Opening and closing inventories should be translated at the rates prevalent at the commencement and 
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close respectively of the accounting period. Similarly, depreciation should be translated at the rates 
applied to the respective assets. 

2. The closing rate should normally be used for translating monetary items. However, in 
circumstances where the closing rate does not reflect with reasonable accuracy the amount in reporting 
currency that is likely to be realized from, or required to disburse, the fc reign currency item at the 
balance sheet date, a rate that reflects approximately the likely realization oi disbursement as aforesaid 
should be used. 

3. Non-monetary items other than inventories and fixed assets should be translated using the 
exchange rate at the date of the transaction. 

4. Fixed assets should be translated using the exchange rate at the date of the transaction. 
Where there is any increase or decrease in the payment to be made towards the cost of the asset or 
the liability on money borrowed to purchase the asset as a result of change in exchange rates, the 
difference should be adjusted to the cost of the asset. 

5. Balance in ‘head office account*, should be reported at the amount of the balance in the 
‘branch account’ in the books of the head office after adjusting for unresponded transactions. 

6. The net exchange differences arising on account of translation should be recognized as 
income or expense for the period, except in case of fixed assets discussed above. 

7. Contingent liabilities should be translated at the closing rate. However, the translation of 
contingent liabilities does not result in any exchange differences. 

Disclosures. An enterprise is required to disclose the amount of exchange differences included in 
the net profit or loss for the period; the amount of exchange differences adjusted in the carrying 
amount of fixed assets during the accounting period; and the amount of exchange differences in 
respect of forward exchange contracts to be recognized in the profit and loss for one or more 
subsequent accounting periods. The standard also encourages the disclosure of the foreign exchange 
risk management policy of the enterprise. 

AS 12 Accounting for Government Grants 

This standard came into effect from April 1, 1992. With the issuance of the standard, the guidance 
note on ‘Accounting for Capital Based Grants’ issued in 1981 stands withdrawn. The standard 
excludes from its purview the special problems arising in accounting for government grants in 
financial statements reflecting the effects of changing prices; government assistance other than in the 
form of government grants; and government participation in the ownership of the enterprise. 

The important provisions of the standard regarding recognition, treatment of government grants, 
and disclosure are as follows; 

Recognition of government grants. Grants from the government are generally subject to the 
fulfilment of certain conditions. Mere receipt of a grant is not necessarily a conclusive evidence that 
the conditions attached to the grant have been or will be fulfilled. The standard, therefore, provides 
that “Government grants should not be recognized until there is reasonable assurance that the enterprise 
will comply with the conditions attached to them and the grant will be received’’ (para 13). 

Accounting treatment of government grants. The accounting treatment of government grants 
would depend on the nature of the grant, whether it is non-monetary, or by way of promoter’s 
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contribution or whether it relates to fixed asset or revenue or is receivable as compensation for 
expenses or losses incurred in the previous accounting period. The treatment provided for in the 
different situations is as follows: 

Government grants in the form of non-monetary assets such as land or other resources given 
at a concessional rate, should be accounted for on the basis of their acquisition cost. In case a non¬ 
monetary asset is given free of cost, it should be recorded at nominal value. 

Grants relating to specific fixed assets should be presented in the balance sheet by showing 
the grant as a deduction from the gross value of the particular asset. In case the grant equals the 
entire or virtually entire cost of the asset, such asset should be shown in the balance sheet at a 
nominal value. Alternatively, grants relating to depreciable fixed assets may be treated as 
deferred income, which should be recognized in the profit and loss statement on a systematic and 
rational basis over the useful life of the asset. In other words, such grants should be allocated to 
income over the periods and in the proportion in which depreciation on those assets is charged. 
Similarly, grants related to non-depreciable assets should be credited to capital reserve. Where, 
however, a grant related to a non-depreciable asset requires the fulfilment of certain obligations, it 
should be credited to income over the same period over which the cost of meeting such obligation 
is charged to income. The deferred income balance should be disclosed separately in the financial 
statements. 

Government grants related to revenues should be recognized in a systematic basis in the profit 
and loss statement over the periods necessary to match them with the related costs which they arc 
intended to compensate. They should either be shown separately under, ‘other income', or deducted 
in reporting the related expense. 

Government grants are sometimes in the nature of promoters’ contribution, i.c. they are given 
with reference to the total investment in an undertaking or by way of contribution towards its total 
capital outlay (e.g. the capital investment subsidy scheme) and no repayment is ordinarily expected 
in respect thereof Such grants should be credited to capital reserve and treated as part of shareholders’ 
funds. 

With regard to government grants that are receivable as compensation for expenses or losses 
incurred in a previous accounting period, or for giving immediate financial support to the enterprise 
with no further related costs, the standard provides that such grants be recognized and disclosed in 
the profit and loss statement of the period in which they are receivable as an extraordinary item, if 
appropriate (as per provisions of AS 5). 

A contingency arising after the grant has been recognized should be treated in accordance with 
AS 4, “Contingencies and Events Occurring after the Balance Sheet Date". 

Treatment of grants that become refundable* Government grants that become refundable should 
be accounted for as an extraordinary item as per AS 5. The treatment of refunds of the different types 
of grants would be as follows: 

The amount refundable in respect of a grant related to revenue should be applied first against 
any unamortized deferred credit remaining in respect of the grant. To the extent that the amount 
refundable exceeds any such deferred credit, or where no deferred credit exists, the amount should 
be charged to profit and loss account. 

The amount refundable in resj)ect of a grant related to a specific asset should be recorded by 
increasing the book value of the asset or by reducing the capital reserve or the deferred income 
balance as appropriate, by the amount reftindable. In case the first alternative is resorted to, depreciation 
on the revised book value should be provided prospectively over the residual useful life of the asset. 
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Government grants in the nature of promoters’ contribution that become refundable should be 
reduced from the capital reserve. 

Disclosure. The standard requires the following disclosures to be made 

1. The accounting policy adopted for government grants, including the methods of presentation 
in the financial statements; 

2. The nature and extent of government grants recognized in the financial statements, including 
grants of non-monetary assets given at a concessional rate or free of cost. 

Status of the standard. The standard was recommendatory in nature fi>r the first two years after 
its issuance and will become mandatory in respect of accounts for periods commencing on or after 
April 1, 1994. 

AS 13 Accounting for Investments^^ 

This standard deals with accounting for investments in the financial statements of enterprises and the 
relevant disclosure requirements. It came into effect for financial statements issued on or after 
April 1, 1995. 

The statement does not deal with: 

1. The bases for recognition of interest, dividends and rentals earned on investments which are 
covered by AS 9; 

2. Operating or finance leases; 

3. Investments of retirement benefit plans and life insurance enterprises; and 

4. Mutual funds and/or the related asset management companies, banks and public financial 
institutions formed under a Central or State government Act or so declared under the Companies 
Act, 1956. 

Before going into the important provisions of the standard, it is necessary to understand the 
meanings assigned to certain terms used therein. 

Investments. Shares, debentures and other securities held as stock-in-trade are not investments as 
defined by this statement. Investments will mean assets held by an enterprise for earning income by 
way of dividends, interest, and rentals, for capital appreciation, or for other benefits to the investing 
enterprise. 

Current and long-term investments. A current investment means an investment that is by its 
nature readily realizable and is intended to be held for not more than one year from the date on which 
such investment is made. Any investment other than a current investment is termed as a long-term 
investment. 

Investment property. An investment property is an investment in land or building that is 
not intended to be occupied substantially for use by or in the operations of the investing 
enterprise. 


Fair value. This means the amount for which an asset could be exchanged between a knowledgeable, 
willing buyer and a knowledgeable willing seller in an arm’s length transaction. Under appropriate 
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circumstances the market value or net realizable value may also be deemed to be the fair value. 
Market value is the net amount obtainable from the sale of an investment in an open market. 
The important provisions of this standard are: 

Classification of investments. The financial statements of an enterprise should disclose the current 
and long-term investments distinctly. The classification of current and long-term investments should 
be as specified in the statutory provisions governing the requirement. However, where there are no 
statutory requirements, the financial statements should give separately the investments in government 
or trust securities, shares, debentures and bonds, investment properties, and any others with their 
nature clearly specified. 

Cost of investments. The cost of an investment should include its acquisition charges such as 
brokerage, fees and duties. Where an investment is acquired wholly or partly by the issue of shares 
or other securities, the acquisition cost should be the fair value of the securities issued. On the other 
hand, if an investment is acquired in exchange for another asset, the acquisition cost of the asset 
should be determined by reference to the fair value of the asset given up. 

Accounting for investment properties. An enterprise holding investment properties should account 
for them as long-term investments. 

Carrying amount of investments. Current investments should be carried in financial statements 
at cost price or fair value whichever is lower, determined either on an individual investment basis 
or by category of investments, but not on an overall (or global) basis. 

Long-term investments on the other hand, should be carried at cost. However, where there is 
a decline in the value of the investments other than temporary, provision should be made for this. 

Changes in carrying amounts of investments. Any reduction in the carrying amount and any 
reversals of such reductions should be charged or credited to the profit and loss account. 

Disposal of investments. When the investment is disposed of, any difference between the carrying 
amount and the net disposal proceeds should be charged or credited to the profit and loss 
statement. 

Disclosures. The standard provides for disclosure of the accounting policies for determination of 
carrying amount of investments, classification of investments as specified earlier; and the amounts 
included in profit and loss statement for the following 

1. Interest, dividends (with dividends from subsidiary companies shown separately), and rentals 
on investments, showing such income separately from long-term and from current investments, gross 
income to be stated and the amount of income tax deducted at source included under Advance Taxes 
Paid; 

2. Profits and losses on disposal of current investments and changes in the carrying amount of 
such investments; 

3. Profits and losses on disposal of long-term investments and changes in the carrying amount 
of such investments; 

4. Significant restrictions on the right of ownership, realizability of investments or the remittance 
of income and proceeds of disposal; 
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5. The aggregate amount of quoted and unquoted investments, with the aggregate market value 
of quoted investments; 

6. Other disclosures as specifically required by the relevant statute j^’oveming the enterprise. 

AS 14 Accounting for Amalgamations^^ 

This standard deals with accounting for amalgamations and the treatment <'f any resultant goodwill 
or reserves. It is mandatory in nature and came into effect since 1-4-9^. With its issuance the 
Guidance Note to the effect was withdrawn. 

The standard provides for the use of the pooling-of-interests method in case of amalgamations 
which are in the nature of mergers and the purchase method for amalgamations in the nature of 
purchase. Amalgamations in the nature of mergers must satisfy the folloN^mg conditions: 

(a) After amalgamation all the assets and liabilities of the transferor company must be transferred 
to the transferee company. 

(b) Shareholders holding not less than 90 per cent of the face value ol the equity shares of the 
transferor company become equity shareholders of the transferee company by virtue of the 
amalgamation. This figure excludes shares already held by the transferee or its subsidiaries immediately 
prior to the amalgamation. 

(c) The consideration for amalgamation must be discharged by the transferor wholly by the 
issue of its equity shares, except that cash may be paid in respect of any fractional shares. 

(d) The transferee intends to carry on the business of the transferor after amalgamation. 

(e) No adjustment is intended to be made to the book values of the assets of the transferor 
when they are incorporated in the financial statements of the transferee, except to ensure uniformity 
in accounting practices. 

If any of these conditions are not met the amalgamation is considered to be in the nature of 
purchase. 

Accounting for mergers under the pooling of interests method. While preparing the transferee's 
financial statements the assets, liabilities and reserves (whether capital, revenue or arising on 
revaluation) of the transferor should be recorded at their existing carrying amounts and in the same form 
as at the date of amalgamation. Similarly the balance of the profit and loss account should be aggregated 
with the corresponding balances of the transferee or transferred to the general reserve if any. 

A uniform set of accounting policies should be adopted after amalgamation. The effects on the 
financial statements of any changes in accounting policies should be reported according to AS 5. The 
difference between the amount recorded as share capital issued (plus any consideration in the form 
of cash or other assets) and the amount of share capital of the transferor, should be adjusted in 
reserves. 

Accounting for amalgamation under purchase method* Under this method the assets and liabilities 
of the transferor should be incorporated into the financial statements of the transferee, either at their 
existing carrying amounts or, alternatively the consideration should be allocated to individual 
identifiable assets and liabilities on the basis of their fair values at the date of amalgamation. All 
reserves of the transferor other than the statutory reserves should not be included in the financial 
statements of the transferee except for the provisions of paragraph 39. 
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If the difference between the consideration and value of net assets is positive it should be 
recognized as goodwill and amortized on a systematic basis over a period which should normally not 
exceed five years. Negative differences should be treated as Capital Reserve. 

Paragraph 39 provides that where the requirements of the relevant statute for recording the 
statutory reserves in the books of the transferee are complied with, statutory reserves of the transferor 
should be recorded in the financial statements of the transferee. The corresponding debit should be 
given to a suitable head, which should be disclosed as part of ‘miscellaneous expenditure’. 

Common practices. The standard also contains provisions for determining fair values in case of 
non-cash elements of consideration. For securities, the value fixed by the statutory authorities may 
be taken as fair value. In case of other assets the fair value may be determined by reference to the 
market value of the assets given up. If this cannot be reliably assessed then their respective net book 
values may be used. 

Where the scheme provides for an adjustment to the consideration contingent on one or more 
future events, the amount of the additional payment should be included in the consideration if the 
payment is probable and a reasonable estimate of the amount can be made. In all other cases the 
adjustment should be made as soon as the amount is determinable. 

Disclosures. The standard provides for certain general disclosures common to both methods and 
certain specific disclosures. The common disclosures to be made in the first financial statements 
following the amalgamation include the names and general nature of business of the amalgamating 
companies; the effective date of amalgamation and the method used to reflect it, and particulars of 
the scheme sanctioned under a statute. 

For amalgamations accounted for under the pooling-of-interests method the additional disclosure 
requirements relate to the description and number of shares issued, together with the percentage of 
each company’s shares exchanged to effect the amalgamation and the amount of any difference 
between the consideration and the value of net identifiable assets acquired and the treatment thereof. 

In case of amalgamations under the purchase method the additional information to be disclosed 
includes the consideration for the amalgamation; a description of the consideration paid or contingently 
payable and the amount of difference between the consideration; the value of net identifiable assets 
acquired, and the treatment thereof including the period of amortization of goodwill arising on 
amalgamation. 

AS 15 Accounting for Retirement Benefits in the Financial Statements of Employers 

This standard came into effect in respect of accounting periods commencing on or after 1.4.1995 and 
is mandatory in nature. With the issuance of the standard the earlier statement to the effect stands 
withdrawn. 

The standard applies to retirement benefits in the form of provident fund, superannuation/ 
pension and gratuity provided by an employer to employees, whether required statutorily or otherwise. 
It is also applicable to retirement benefits in the form of leave encashment benefit, health and welfare 
schemes and other retirement benefits if the predominant characteristics of these benefits are similar 
to those mentioned above. Retirement benefits for which the employer’s obligation cannot be reasonably 
estimated are excluded from the purview of the standard. 

In respect of provident fund and other defined contribution schemes the provision is, that the 
contribution payable by the employer should be charged to the statement of profit and loss for the 
year. Where the contribution paid falls short of the amount payable for the year, the difference should 
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also be charged to the profit and loss account for the year. Any excess should, however, be treated 
as a pre-payment. 

The accounting treatment for gratuity and other defined schemes will depend on the type of 
arrangement which the employer has chosen to make: 

1. If payment for the retirement benefits are to be made from the o^^ n funds of the employer, 
an appropriate charge to the profit and loss account for the year should be made through a provision 
for the accruing liability which should be calculated according to actuarial valuation. 

2. Where the liability is funded through the creation of a trust, the <.ost incurred for the year 
should be determined actuarially. Such actuarial valuation should normally l>e conducted at least once 
in every three years. Where actuarial valuations are not conducted annually the actuary’s report 
should specify the contribution to be made by the employer during the inter-valuation period. 

3. If the liability for retirement benefits is funded through a scheme aciministered by an insurer, 
an actuarial certificate or a confirmation from the insurer should be obtained that the contribution 
payable to the insurer is appropriate accrual of the liability for the year. 

Treatment of shortfalls and excesses is the same in all the three cases i.e. shortfalls should be 
charged to the profit and loss account and excesses should be treated as pre-payment. 

Any alterations in the retirement benefit costs arising from the introduction of a retirement 
benefit scheme for existing employees or making of improvements to an existing scheme or changes 
in the actuarial method used or assumptions adopted, should be charged or credited to the profit and 
loss account as they arise in accordance with AS 5. A similar treatment should be accorded to 
amendments in the retirement benefit schemes which result in additional benefits to retired employees. 

The financial statements should disclose the method by which retirement benefit costs for the 
period have been determined. In case the costs related to gratuity and other defined benefit schemes 
are based on an actuarial valuation, the financial statements should also disclose whether the actuarial 
valuation was made at the end of the period or at an earlier date. In the latter case, the date of the 
actuarial valuation should also be briefly described, if the same is not based on the report of the actuary. 

INDIAN STANDARDS VIS-A-VIS INTERNATIONAL STANDARDS 

The Accounting Standards Board of India was set up about four years after the International Accounting 
Standards Committee. As stated earlier, membership of the lASC imposed certain obligations on the 
ICAI. Formation of a national standard-setting body was imperative to harmonize the diverse accounting 
practices prevalent in India and to integrate them with the international standards, keeping in mind 
the economic, cultural and legal environment of the country. Accordingly, the ASB was constituted 
on April 21, 1977. The council of the Institute has issued 15 standards upto June 1995. Let us 
examine how some of these important standards compare with the international standards.* 

Disclosure of Accounting Policies: AS 1 vis-a-vis IAS 1 

The first Indian standard on disclosure of accounting policies: AS 1, is very similar to the international 
standard in many respects. For instance, the fundamentil accounting assumptions which underlie the 
preparation of fip^cial statements mentioned are the same in both standards. There are, however, 
five differences between the two standards. Of these two differences are significant. The first relates 
to the consideration that should govern the selection and application by management of the appropriate 

* This comparison is with the IASs prior to their revision. 
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accounting policies. The international standard IAS, 1,*® under its para 17 clearly lays down that, 
“Prudence, substance over form, and materiality should govern the selection and application of 
accounting policies”. The Indian standard on the other hand makes no mention of these considerations 
in the main body of the standard. Even in the preface where a mention is made, the choice of an 
appropriate policy is left to the discretion of the management (para 12). 

The second important difference relates to a wrong or inappropriate treatment adopted for items 
in balance sheets, income statements or profit and loss accounts, or other statements. The international 
standard provides that disclosure of the treatment adopted is necessary in any case, but disclosure 
cannot rectify a wrong or inappropriate treatment. The Indian standard altogether excludes this provision. 
The other differences are 

1. Disclosure of corresponding figures for the preceding period. This is a requirement of 
IAS 1, but finds no mention in the Indian standard. However, exclusion of the provision from the 
standard is not material as far as companies are concerned as this is a requirement of the Indian 
Companies Act 1956 and hence companies in India, have no option but to disclose these figures. The 
provision ought, however, to have been included in the standard to necessitate its disclosure by 
organizational firms other than companies. 

2. Para 13 of the IAS 1 mentions the areas in which accounting policies are prevalent, 
categorizing the different areas where diversity exists. For instance, one of the categories is assets 
and there are ten situations under this category where differences exist. The Indian standard is quite 
brief in this regard. 

3. As regards disclosure of accounting policies, the IAS is more specific, it requires the disclosure 
to be clear and concise. 

Valuation of Inventories: AS 2 vis-a-vis IAS 2 

The first difference relates to the title of the standard itself, the international standard'*^ prepared with 
a wider perspective restricts itself to valuation and presentation of inventories in the context of the 
historical cost system. The introduction to the standard clearly states in para 2, 

The Committee is aware of other systems that are proposed or used in financial systems, including 
systems that are based on replacement costs or other current values. Inventory valuation 
and presentation in the context of those other systems are beyond the scope of this 
statement. 

The Indian standard mentions this fact in para 4. 

The second major difference relates to items excluded from the purview of the standard. 
Whereas IAS 2 excludes only inventories accumulated under long-term construction contracts and 
by-products, the Indian standard, excludes a host of items like, plantations, forestry, agricultural 
commodities and livestock; extractive industries such as mining, quarrying etc.; work-in-progress 
under long-term contracts such as engineering, real estate development and construction projects; 
shares, debentures and other securities held as stock-in-trade; immovable properties; and loose tools. 
This difference, however, would not have much effect as most of the items excluded from the 
purview of the standard arc normally not inventory items. 

The next difference relates to the formula used for the purpose of assigning costs. The Indian 
standard uses three methods namely standard cost, adjusted selling price and average cost, which are 
not mentioned in IAS 2. Further, two improved methods suggested by IAS 2, i.e. weighted average 
and Next-in-First-out (NIFO) do not find mention in AS 2. 
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Even as regards the determination of the historical cost of inventories AS 2 in para 26.1 states, 
that “it should normally be determined using FIFO, average cost or LIFO formulae.” The international 
standard on the other hand, provides for the use of FIFO or weighted average cost formulae. 
(It is an undisputed fact that weighted average is a more scientific method leading to better results.) 
It has probably been excluded from the Indian standard on account ol simplicity in computing 
simple average. 

Again, as regards the valuation of inventories, IAS 2 provides that they should be valued at 
lower of cost and the net realizable value, the Indian standard on the othei hand provides for certain 
exceptions to this rule in paras 29.1 to 29.4. These exceptions are: 

1. Inventory of consumable stores and maintenance supplies to be ordinarily valued at co.st, 
except in certain circumstances, when it may be valued below cost. 

2. Inventory of by-products to be valued at the lower of cost and lu t realizable value. Where 
cost of the by-product cannot be separately determined, it should be valued at net realizable value. 

3. Inventory of reusable waste to be valued at the difference between the raw material cost and 
reprocessing cost where facilities for reprocessing exist. 

4. Inventory of non-reusable waste or inventory of reusable waste for which facilities for 
reprocessing do not exist should be valued at net realizable value. 

AS 2 permits the use of both direct and absorption costing for arriving at the historical cost of 
manufactured inventories, whereas the international standard requires only absorption costing to be 
used. 

The international standard also provides for the exclusion of costs of exceptional amounts of 
waste material, labour, or other expenses from the inventory cost. No such provision exists in the 
Indian standard. Whereas AS 2 permits the use of the ‘base stock’ method in exceptional circumstances 
only, IAS 2 provides that the base stock formula may be used subject to the condition of disclosure 
laid down in para 26. 

For the purpose of comparing historical cost with net realizable value, both standards permit 
it to be done item by item or by groups of similar items. The international standard, however, further 
adds that whichever method is used should be applied consistently. 

Changes in Financial Position: AS 3 vis-a-vis IAS 7 

The Indian standard is very similar to IAS 7,^^ the international standard on Statement of Changes 
in Financial Poisition with just two important differences. The first is that whereas the IAS 7 
specifically requires unusual items which are not part of the ordinary activities of the enterprise to 
be disclosed separately in the statement, the provision is implied in the Indian standard. Secondly, 
the explanation part of the international standard contains details regarding consolidated statement of 
changes in financial position in circumstances where consolidated balance sheets and income statements 
are prepared. AS 3 on the other hand, makes no mention of consolidated statement of changes in 
financial position, probably because preparation of consolidated financial statements is not required 
under the Indian Companies Act. 

Contingencies and Events Occurring After the Balance Sheet Date: AS 4 vis-a-vis IAS 10 

There are three major differences between the Indian and international standards in this respect. The 
first relates to treatment of contingent gains. Whereas AS 4 provides that contingent gains and 
benefits should not be accounted for in the financial statements, the international standards, IAS 10,^ ‘ 
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disallows altogether the inclusion of contingent gains. It permits disclosure of a contingent gain, if 
it is probable that the gain would be realized but then it would no longer be contingent. 

The second difference relates to events occurring after the balance sheet date. IAS 10 (para 30) 
provides for assets and liabilities to be adjusted for events occurring after the balance sheet date that 
provide additional evidence to assist with the estimation of amounts relating to conditions existing at 
the balance sheet date or indicate that the going concern assumption in relation to the whole or a part 
of the enterprise is not appropriate. The Indian standard omits the part relating to the going conern 
assumption. 

In terms of IAS 10, the dividends stated to be in respect of the period covered by the 
financial statements and proposed or declared after the balance sheet date but before approval of 
the financial statements should be either adjusted for or disclosed. The Indian standard on the other 
hand is more rigid in this regard and does not permit mere disclosure such dividends must be 
adjusted. 

Prior Period and Extraordinary Items and Changes in Accounting Policies: 

AS 5 vis-a-vis IAS 8 

According to AS 5 prior period items should be disclosed separately in the current statement of profit 
and loss together with their nature and amount and in such a manner that their impact on current 
profit or loss can be perceived. The International Standard IAS 8,^^ permits it to be adjusted either 
against opening retained earnings and updating previous year’s figures or in the current year. 

A significant difference relates to disclosure of changes in accounting estimates, AS 5 restricts 
the disclosure of change in accounting estimates only to the current year, even though it is expected 
to affect future periods also. IAS 8 makes it obligatory to disclose the change in accounting estimates 
in future periods also, if the change affects future periods. 

Depreciation Accounting: AS 6 vis-a-vis IAS 4 

The first difference between the two standards, AS 6 and IAS 4^^ relates to items excluded from the 
purview of the standard. The Indian standard excludes livestock, and does not apply to land unless 
it has a limited useful life for the enterprise. The international standard requires that the useful lives 
of the depreciable assets should be reviewed periodically. The Indian standard substitutes the word 
may for ‘should’ making the provision recommendatory. 

Again, para 14 of IAS 4 requires the depreciation method selected to be applied consistently 
unless altered circumstances justify a change. AS 6 elaborates on the circumstances that justify a 
change. Another major difference is para 25 of AS 6 regarding treatment of additions or extensions 
which become an integral part of the existing asset. This provision does not find place in IAS 4. The 
Indian standard provides that such additions or extensions should be depreciated over the remaining 
life of that asset, using the same rate. However, where such addition or extension retains a separate 
identity and is capable of being used after the existing asset is disposed of, depreciation should be 
provided independently on the basis of its own useful life. 

Accounting for Construction Contracts: AS 7 vis-a-vis LAS 11 

The Indian standard is very similar to IAS except for a few differences. The first difference 
concerns applicability of the standard. AS 7 further adds that the standard, besides applying to 
contractors, also applies to enterprises undertaking construction activities of the type dealt with in this 
statement not as contractors but on their own as ventures of a commercial nature, where the enterprise 
has entered into agreement of sale. This addition has probably been made keeping in view the growth 
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of a host of building companies in India during the 1980s which are undertaking construction 
activities not as contractors but on their own account as builders. 

The second difference relates to recognition of profits in case of fixed price contracts. AS 7 
adopts a conservative approach and clearly specifies that profits in case of such contracts should 
normally not be recognized unless the work on the contract has progressed to a reasonable extent. 

Accounting for Research and Development: AS 8 vis-a-vis IAS 9 

The difference found in the Indian and international standards with regard to the accounting of 
research and development costs are mainly on account of the state of ifie Indian economy and 
applicable legal requirements. 

The first difference deals with what should be included in R&D costs, whereas IAS 9^^ includes 
depreciation of equipment and facilities to the extent that they are used for H&D activities, the Indian 
standard permits depreciation on buildings also and it distinguishes between building, equipment and 
facilities which have alternative economic use, and those which do not have alternative economic 
use. In the latter case, it requires appropriate amortization of the cost of such buildings, equipment 
and facilities to the extent they are used for R&D to be included in cost of R&D. 

As regards the deferring of R&D costs, the Indian standard provides that while doing so the 
appropriate legal requirements should also be taken into account, since the accounting standards in 
India are subordinate to the provisions of the Companies Act. Another difference relates to the 
disclosure requirements. IAS 9 requires the disclosure of movement in and the balance of unamortized 
deferred development costs, along with the basis proposed or adopted for the amortization of the 
unamortized balance. This is not required by the Indian standard. According to AS 8, the deferred 
R&D expenditure should be separately disclosed in the balance sheet under the ‘Miscellaneous 
Expenditure’ heading. 

Revenue Recognition: AS 9 vis-a-vis IAS 18 

The Indian Standard has been prepared more or less on the same pattern as the international standard: 
LAS 18.^^ The only difference relates to the condition of uncertainty which prevents performance 
from being regarded as achieved for transactions involving the sale of goods (para 23 of IAS) and 
rendering of services (para 24 of IAS). In both these cases, the IAS includes uncertainty with regard 
to associated costs incurred or to be incurred in producing or purchasing the goods or rendering the 
service. In case of sale of goods, there is another uncertainty involved i.e. the extent to which goods 
may be returned. Both these uncertainties do not find mention in the Indian standard. 

Accounting for Fixed Assets: AS 10 vis-a-vis IAS 16 

Whereas the Indian standard uses the term ‘fixed assets’, the international standard is more specific, 
IAS 16^^ concerns, “Accounting for property, plant and equipment’’. Similar to the standard on 
depreciation, AS 10 also excludes livestock from its purview in addition to items excluded by IAS 16. 

A major difference relates to the cost of fixed assets. The Indian standard clearly specifies 
inclusion of certain financing costs. Para 20 states: 

Financing costs related to deferred credits or to borrowed funds attributable to construction or 
acquisition of fixed assets for the period upto the completion of construction or acquisition of fixed 
assets should also be included in the gross book value of the asset to which they relate. However, 
the financing costs (including interest on fixed assets purchased on a deferred credit basis or on 
monies borrowed for construction or acquisition of fixed assets) should not be capitalized to the 
extent that such costs relate to periods after such assets are ready to be put to use. 
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The Other important difference relates to certain additional provisions in the Indian standard with 
regard to accounting foj? fixed assets acquired on hire-purchase terms, fixed assets owned by the 
enterprise jointly with others, situations where several fixed assets are purchased for a consolidated 
price, goodwill, direct costs incurred in developing patents, and amounts paid for know-how for plant 
layout and designs of buildings. 

Accounting for the Effects of Changes in Foreign Exchange Rates: AS 11 vis-a-vis IAS 21 

The impact of legal requirements of the country is well reflected in AS 11. The standard is limited 
in scope to accounting for transactions in foreign currencies, and to translation of financial statements 
of foreign branches into rupees for inclusion in the financial statements of the enterprise.\The exclusion 
of translation of the financial statements of foreign operations that are integral to the operations of 
the parent enterprise is what distinguishes AS 11 from the international standard IAS 21.^^ The 
reason for such exclusion is that the Companies Act in India does not require holding companies to 
consolidate accounts of their subsidiaries, domestic or foreign. However, as already discussed AS 11 
has been withdrawn and the revised standard issued. As to consolidation of financial statements, 
since this change has been incorporated in the Companies Bill 1993, which seeks to bring about 
drastic amendments in the Companies Act, consolidated financial statements will be a legal requirement 
in India in the near future. 

The concept of ‘standard rate* introduced in the Indian standard is not found in the international 
standard, but with the revised standard, this distinction is also removed. 

Accounting for Government Grants: AS 12 vis-a-vis IAS 20 

The International standard lAS^^ regarding accounting for government grants has a wider coverage. 
Whereas AS 12 is restricted to government grants, IAS 20 includes government assistance also. The 
other differences between the two are as follows. 

Para 37 of LAS 20 provides that government grants should not be credited directly to shareholders’ 
interest while AS 12 is silent on this issue. Besides, AS 12 includes provisions relating to grants 
related to specific assets in para 14 and grants in the nature of promoters’ contribution in para 16. 

Over and above all these differences in specific standards, a broad difference between the two 
was with regard to status. Accounting standards in India had been recommendatory in nature for a 
long time in view of the state of the economy and profession. To begin with, two standards—AS 4 
and AS 5 were made mandatory in April 1989 and six other standards followed from April 1991. ITie 
current status is that of the 15 standards issued all are mandatory except AS 2 and AS 3. Even as 
regards covering all the important aspects of accounting, the ASB has still a long way to go. It is 
currently developing standards for accounting for business combination and for segment reporting. 

OTHER DOCUMENTS ISSUED BY THE INSTITUTE 

The council of the Institute has from time to time also issued statements and guidance notes on a 
number of matters. With the formation of the Auditing Practices Committee, Statements on Standard 
Auditing Practices are also being issued. It would not be out of place to throw some light on these 
related documents. 

Statements 

Statements have been issued with a view to securing compliance by members on matters, which in 
the opinion of the Council, are critical for the proper discharge of their functions. Statements are. 
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therefore, mandatory. Accordingly, while discharging their attest function, it will be the duty of the 
members of the Institute to: 

1. examine whether the institute's statements relating to accounting matters have complied 
with in the presentation of financial statements covered by their audit. In the event of any deviation 
from the statements, it will be their duty to make adequate disclosures in their audit reports so that 
the users of the financial statements may be aware of such deviations; and 

2. ensure that the statements relating to auditing matters are followed m the audit of financial 
information covered by their audit reports. If for any reason a member has nt»t been able to perform 
an audit in accordance with such statements, the report should draw attention t^^ the material departures 
therefrom. When a standard is issued dealing with a matter covered by a st.uement or relevant part 
thereof, it shall automatically stand withdrawn when the standard becomes mandatory. 

Statements issued by the institute. The statements issued by the Institute and in force are 

1. Statement on Auditing Practices; 

2. Statement on Payments to Auditors for Other Services; 

3. Statement on Manufacturing and Other Companies (Auditor’s Report) Order 1975 (Issued 
under Section 227(4A) of the Companies Act); 

4. Statement on Qualifications in Auditor’s Report; 

5. Statement on the Responsibility of Joint Auditors; 

6. Statement on the Treatment of Retirement Gratuity in Accounts (with the statement issued 
in 1993, the earlier statement on the subject issued in 1978 stands withdrawn); 

7. Statement on the Amendments to Schedule VI to the Companies Act; 

8. Statement on Standard Auditing Practices (SAP 1) on Basic Principles Governing an Audit; 

9. Statement on Standard Auditing Practices (SAP 2) on Objectives and Scope of the Audit of 

Financial Statements; 

10. Statement on Standard Auditing Practices (SAP 3) on Documentation; 

11. Statement on Standard Auditing Practices (SAP 4) on Fraud and Error; 

12. Statement on Standard Auditing Practices (SAP 5) on Audit Evidence; 

13. Statement on Standard Auditing Practices (SAP 6) on Study and Evaluation of the Accounting 
System and Related Internal Controls in Connection with an Audit; 

14. Statement on Standard Auditing Practices (SAP 7) on Relying on the Work of an Internal 
Auditor; 

15. Statement on Standard Auditing Practice (SAP 8) on Audit Planning; 

16. Statement on Treatment of Interest on Deferred Payments; 

17. Statement on Provision for Depreciation in Respect of Extra or Multiple Shift Allowance. 

Guidance Notes 

Guidance Notes are primarily designed to provide guidance to members in resolving problems in 
connection with matters which may arise in the course of their professional work. Guidance notes 
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are recommendatory in nature. A member should ordinarily follow the recommendations in a guidance 
note relating to an auditing matter, except where he is satisfied that in the circumstances of the case, 
it may not be necessary to do so. Analogously, while discharging his attest functions a member 
should examine whether the recommendations in a guidance note relating to an accounting matter 
have been followed or not. If they have not been followed, the member should consider whether 
keeping in view the circumstances of the case, a disclosure in the report is necessary. 

SUMMARY 

The Accounting Standard Board (ASB) has made considerable progress in the field of standard¬ 
setting in India. Over a short span of about 18 years, it has issued 15 standards. However, a comparison 
with the international standards reveals that there are still many important areas which need to be 
standardized, which have assumed significance as a result of the opening up of the economy e.g., 
leasing, consolidation of financial statements, accounting treatment of new financial instruments, etc. 
The other basic problem is enforcement of the standards. The Companies Bill when passed will, 
however, take care of this problem to a large extent as it requires companies to comply with the 
standards issued by the Institute of Chartered Accountants of India. Diversity in accounting practices 
of other forms of organization will still need to be tackled by making all standards mandatory. 
Eighteen years is a sufficiently long time for accountants, managers and academicians to familiarize 
themselves with the concept of standardization. 

REVIEW QUESTIONS 

1. What are the obligations imposed on the Institute of Chartered Accountants of India, as a 
consequence of its membership of the International Accounting Standards Committee and to 
what extent has it been successful in meeting these obligations? 

2. Discuss the factors which compelled the establishment of the Accounting Standards Board in 
India. Also examine its objectives. 

3. Distinguish between the recommendatory and mandatory nature of a standard issued by the 
Council of the ICAI. Also describe the procedure followed for formulation of Accounting Standards 
in India. 

4. Critically examine the main provisions of AS 8, Accounting for Research and Development. 
How does it compare with the international standard to the effect. 

5. Timing and basis of revenue recognition is important for income determination.’ Comment, 
bringing out the provisions of AS 9 in this regard. Also, compare it with the international 
standard. 

6. Examine the provisions of the revised AS 11. In your opinion will it meet the needs of the 
changing economic scenario in India. 

7. Explain the term ‘construction contract’ as per AS 7. Also examine the methods of 
allocation of revenue to accounting periods over the duration of the contract permissible under 
the standard. 

8 . AS 2 on Valuation of Inventories aims at narrowing the diversities prevailing in the valuation 
practices and ensuring adequate disclosure in the financial statements in this regard. Critically 
examine this statement. 
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9. What are the assets excluded from the purview of AS 6» Depreciation Accounting, and for what 
reasons? Also examine critically the important provisions of the standard and compare these with 
the international standard to the effect. 

10. How would you evaluate the performance of the Accounting Standards Board over the last 
16 years? 

11. Is the status of a guidance note issued by the council of the institute any different from that of 
a statement or standard issued by it? 

12. Should the following contingencies be provided for by a charge to the im ome statement as per 
the provisions of AS 4? 

(a) Liabilities for general insurance arising from policies issued by an insurance company; 

(b) Obligations under employees retirement benefit plan; 

(c) Commitments arising from long-term lease contracts entered into by a company; 

(d) Warranties for products sold by the company. 

13. Examine the important provisions of AS 12: Accounting for Government Grants. How is it 
different from the international standard in this regard? 

14. Compare four important Indian standards with their international counterparts. 
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Chapter 10 


Transfer Pricing 


INTRODUCTION 

The issues surrounding transfer pricing have been discussed extensively in business literature over 
the past three decades or so, though a large part of the discussion focused on the domestic dimensions 
of the problem. With the expansion of business activities of companies into the international arena, 
the problem has acquired new dimensions. Multinational enterprises today transfer large proportions 
of their total output between related companies. Approximately forty per cent of all international 
trade consists of transfers between related business entities. In the context of multinational corporations 
(MNCs) the problem takes on new and more complex proportions as a result of complicating variables 
such as differential taxes, tariffs, government regulations, political risks, inflation and the like. In 
fact, few accounting problems of multinational corporations contain as many conflicting 
interrelationships as the dilemma of transfer pricing. It represents the most troublesome and secretive 
area of multinational corporate policy. Transfer pricing concepts and practices in general from the 
domestic standpoint and also the additional features that characterize and compound the problem of 
transfer pricing in an international milieu are discussed in this chapter. 

EVOLUTION OF TRANSFER PRICING 

The last four decades have witnessed enormous expansion of trade and industry in North America, 
Japan and a part of Europe, as a result of growth, takeovers and acquisitions. This expansion has been 
accompanied by a process of industrialization leading to the evolution of MNCs, i.e. companies 
which operate via subsidiaries in a number of countries. A consequential side effect of the growth 
and internationalization of MNCs is an increase in their management problems. The numerous 
techniques suggested by management pundits to solve these problems include management by 
objectives, decentralization, and divisionalization. These techniques attempt to combine the advantages 
of a big company with those of a small one. If these techniques are not to be mere fashionable but 
vague theories, they have to be based on a sound management control system of which transfer 
pricing has to be an important part. 

Transfer pricing is a significant aspect of divisionalization. If we define decentralization as 
delegation of decision-making authority to levels, other than top management of a company, then 
divisionalization is decentralization plus delegation of profit responsibility to levels at which decision¬ 
making authority also vests. This process of delegation of authority and responsibility results in 
specific changes in the organizational structure of the company. The structure then consists of a 
number of independent units known as responsibility centres, whose sphere of operation is also 
defined within the accounting system and is the responsibility of a manager. These responsibility 
centres may take various forms such as cost, revenue, profit or investment centres. The yardstick 
generally used for measuring the performance of these responsibility centres (except the cost centre) 
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is profit, which depends to a considerable extent on an appropriate transfer pricing policy. Commenting 
on the importance of a proper transfer pricing policy Verlage observes, “in the absence of proper 
transfer pricing, the application of a management philosophy based on profit centre is not only 
ineffective but also dangerous”.‘ 

It will thus be seen that transfer pricing developed as a logical result of the movement 
towards divisionalization of operations by large business organizations like General Motors and 
General Electric in America during the early part of the present century. Highly centralized operations 
were decentralized by establishing numerous profit centres in the search for more productivity. The 
delegation of increased authority to local managers in turn gave rise to the need for a mechanism of 
internal pricing that would serve the dual purpose of, on the one hand optimizing allocation of 
corporate resources and on the other, motivating the divisional managers to operate their units at a 
high degree of efficiency so that goal congruence prevails between divisional and corporate 
management. At the same time it served as a device for monitoring the performance of divisional 
managers. 

DERNITION OF TRANSFER PRICE 

A division, branch, department or any other component of an entity may transfer goods and services 
to other subdivisions of the same entity. The transfers may be of tangible property like raw material, 
unfinished components or ready to sell items or services like marketing and distribution, and research 
and development. The amount used to record such transfers between divisions is Known as transfer 
price. Horngren and Foster define transfer price as, “the price one segment, of an organization 
(subunit, department, division and so on) charges for a product or service supplied to another segment 
of the same organization”.^ A slightly modified version of this definition would include intercompany 
transfers between affiliates. In this chapter, the terms division, affiliate, company and where appropriate, 
subsidiary have been used interchangeably. 

The significance of transfer pricing for a firm depends to a large extent on the quantum of 
transactions between its different segments. Where the interdivisional transfers are minimal the 
transfer price has little impact on segmental performance or taxation. On the other hand substantial 
interdivisional transfers can have a dramatic effect on reported performance or international tax 
liability etc. 

APPROACHES TO TRANSFER PRICING 

The literature available on transfer pricing is very varied as regards both its content and complexity. 
Abdel Khalik, et al. have referred to a threefold approach for an intracompany transfer pricing 
mechanism*^ comprising economic analysis, mathematical programming, and conventional accounting 
measurements. 

Economic Analysis 

The tools of micro-economic analysis were first applied to the problem of interdivisional transfer 
pricing by Hirshleifer in 1956."^ He assumes a firm with two autonomous profit centres, a manufacturing 
division (selling division) and a distribution division (buying division), each striving to maximize its 
own profits, possibly subject to restraints or rules imposed by the overall management. Looking at 
the problem from the point of view of management control, he concluded that in a competitive market 
marginal cost pricing would produce goal-congruent results through autonomous decision-making by 
the two divisions. The situation becomes more complex where imperfect markets are present for the 
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transferred product and this is likely to be more generally the case. Even in such cases, however, goal 
congruence can be attained by marginal cost pricing. 

Operational difficulties in marginal cost pricing. The economic anal>sis model may have 
conceptual appeal but in practice, a number of operational difficulties arise in the course of its 
implementation. Some significant problems are: 

(a) Feasibility of computations. For marginal cost pricing to be feasible, it is necessary to 
compute marginal revenue and cost curves. In most situations only the criidest estimates of these 
marginal quantities are available. The cost data available provides information with regard to variable 
costs or full costs and not marginal costs. Even if the cumbersome exerci e is undertaken to plot 
marginal curves, they are likely to change rapidly. It would thus involve .tn enormous amount of 
work in a multidivision, multiproduct firm and in case of multinationals the problem would be 
magnified. 

(b) Capacity constraints. Capacity constraints may not permit a division to enhance its 
production to the level where marginal revenue is equal to marginal costs. C onsequently, a division 
would not be anxious to transfer its products to an internal division when it could earn a much higher 
return in the outside market. If it were compelled to transfer internally, the autonomy of the divisional 
manager would be violated. 

(c) Inequities. Marginal cost pricing may produce unfair results. The relative profitability of 
the various units would be determined capriciously, (he contribution margin being distributed arbiu*arily 
between the two divisions. 

(d) Autonomy of units. In imperfectly competitive intennediate markets, achievement of goal- 
congruence requires the headquarters management to play a major role in determining the transfer 
prices. This amounts to violation of divisional autonomy. 

(e) Incentive to overstate marginal cost. Marginal cost transfer prices also provide an incentive 
for the managers of the selling division to misrepresent the cost function of producing the supplied 
product. Thus by overstating the marginal cost of production the manager will be able to improve 
the reported performance of the division by obtaining higher transfer prices. 

Mathematical Programming 

Mathematical programming has been advocated by many as a potential solution to some of the 
problems encountered when applying the economic model of transfer pricing. Mathematical 
programming pricing models have been constructed drawing upon linear programming, the 
decomposition principle and quadratic programming. 

The linear programming formulation of transfer pricing problems removes the first two 
operational difficulties associated with economic models. It does so by introducing linear costs and 
price assumptions. These assumptions, however, are a close approximation of reality and can be 
tolerated. Again, linear programming formulation can deal with multiproduct transfers that are 
exceedingly cumbersome under marginal cost pricing. The other two problems, however, remain. 
There are gross inequities in the system as a division with excess capacity has zero dual variables, 
which means that its transfers to other divisions are at variable costs, whereas transfers from divisions 
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that operate at full capacity may be at more than full costs. Thus, transfer prices determined by linear 
programming are likely to discourage decisions relating to capacity expansion because such decisions 
would produce excess capacity, at least in the short run. 

A more serious problem associated with u-ansfer pricing according to linear programming is 
loss in divisional autonomy. Efforts have been made to involve the division in determination of 
output levels. For instance, the decomposition model proposed by Baumol and Fabian recommended 
an iterative process for setting transfer prices, which is as follows: 

1. Based upon known cost and capacity constraints of the various divisions, headquarters 
propose a set of transfer prices for the various divisions by employing a mathematical programming 
procedure. 

2. Based on these internal transfer prices, the divisions determine their optimal results and 
repi)rt them back to headquarters, together with their resultant demands. 

3. The headquarters then use these results to calculate new transfer prices based on the new 
set of interdivisional demands. The division then proceeds to calculate new requirements based upon 
the revised transfer price. 

This iterative process is repeated until the transfer prices reported back to the division do not 
change.^ 

This procedure is a form of disguised centralization. Though it does restore a measure of 
divisional autonomy, transfer prices are determined centrally and the divisional output is also determined 
by headquarters. Besides, as the information needs are not known with certainty, it diminishes the 
general viability of the model. Again, the behavioural problems anticipated under the model are self- 
defeating. 

Conventional Accounting Measures of Cost 

The third approach is based on the conventional accounting measures of cost. It draws upon easily 
accessible internal cost data and uses these figures in various modified forms to determine the prices. 
This is the most pragmatic approach and is discussed in the following sections. 

Under this approach, the transfer pricing methods used in actual practice can be classified into 
three main categories, namely cost-based, market-based, and others. Variations exist, within each 
category and occasionally, a hybrid form is also used, i.e. a combination of cost-based and other 
methods (see Fig. 10.1). 

Cost-based systems. Cost-based transfer prices are a popular pricing mechanism in circumstances 
where market prices are not feasible either because they are not available or are otherwise unsuitable. 
In most cases of vertical transfers, i.e. to successive levels of production or distribution, where the 
transferring unit is viewed as a cost centre, the cost-based methods of transfer pricing are applied. 
Analogously, horizontal transfers i.e., to similar levels of production or distribution by captive units* 
are also usually executed at cost which may include freight and handling charges. The more centralized 
firms tend to favour cost-based transfers as a basis for control, decision-making, and monitoring 
performance. Cost-based transfers may take various forms, they may be at (a) full cost, (b) modified 
full cost, (c) standard cost, and (d) partial cost. 

(a) Full cost. Perhaps the least satisfactory transfer price is a mechanical full cost pricing 
* Captive units mean those units that are not given the freedom to buy and sell as they choose. 
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Fig. 10.1 Transfer pricing alternatives under conventional cost approach. 


system. Under this method, the price is determined by including all direct and indirect costs, fixed 
as well as variable. The advantages frequently cited of a historic cost transfer price are that it is 
simple, definitely determinable and readily available. Besides, it is easy to defend externally to the 
government and other regulatory agencies. Again, it is argued that fixed costs usually form an 
ingredient of long-run decisions, hence ought to be included in the transfer prices. 

The method, however, suffers from numerous shortcomings. Transfers at actual costs fail to 
provide the supplying division with incentive to control its costs. A blank permit to transfer at actual 
costs may, therefore, eliminate the stimulus for production efficiency and cost reduction. Consequently, 
the inefficiencies of the selling division are passed on to the buying segment of the firm, which 
adversely affects its competitive position in the external market. Nor is it an appropriate guide for 
evaluating divisional performance. Profits cannot be used as motivators for the transferring division. 
Costs being the basis for intermediate transfers, profits will be recorded by the final transferees only. 
Such transfer prices are also not very helpful to the transferees in the process of decision-making, 
unless variable costs are reflected separately. Consequently, at times, decisions that are dysfunctional 
for the firm as a whole may be taken. 

Suppose M and N are two divisions of a company P. M supplies certain components to N at 
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full cost of Rs 250 per unit (this includes Rs 1(X) fixed overhead costs). N incurs an additional cost 
of Rs 70 per unit to process and market the final product. Both the units are operating at less than 
full capacity. An external supplier Q offers to sell the component to N for Rs 200 per unit. Assuming 
further that N can sell the product for a maximum retail price of Rs 350, it would find it profitable 
to purchase the component from Q rather than from M as it would improve its performance by 
Rs 50 per unit. The question is—would this decision taken by N be optimal for the company as a 
whole? An analysis of the situation is made in Exhibit 10.*. 


Exhibit 10.1 Impact of N’s Decision on the Firm as a Whole 



When purchased from 

M (Internally) 

When purchased 
from Q (externally) 

Additional revenue/unit 

Rs 350 

Rs 350 

Additional cost/unit 



M Rs 150* 



Q 

Rs 200 


N Rs 70 

Rs 220 . Rs 70 

Rs 270 

Benefit as a whole 

Rs 130 

Rs 80 


♦Only variable costs of M would be relevant here. 


The exhibit reveals that the firm as a whole would benefit to the extent of Rs 50 per unit if 
N purchased the component from M instead of Q. As the transfer prices are based on full costs N 
is led to treat M’s fixed cost as variable rendering the decision to purchase from Q dysfunctional for 
the firm as a whole. 

(b) Modified cost. In practice, many variations of the cost-based methods have been 
developed. A common variant is the full cost plus transfer pricing method. Under this model, the cost 
of the product or service is inflated by some amount. The addition may take the form of a 
fixed amount per unit or it may be a percentage of the cost. The method attempts to overcome 
some of the shortcomings of the full cost method. It would provide the benefit of profit as a 
motivator. Besides, in situations where pricing practices must be defended, cost plus method 
often satisfy the arm’s length criteria. However, it is doubtful whether cost plus transfer prices 
(where actual costs are used for computation) would provide any incentive for efficiency on the 
part of the selling division. On the contrary, the selling division would generate more profits by 
incurring more costs. For instance, assume that the method provides for a ten per cent plus on actual 
costs and the cost of production of the selling division is Rs 100 per unit. A profit of Rs 10 per unit 
is generated for the division. On the other hand, if the costs increase to Rs 120 the division 
would be generating a profit of Rs 12 per unit of the product transferred. This problem of the 
selling division profiting from its own inefficiencies is eliminated when standard costs are used as 
the base for cost plus transfers. Also, the modified cost model fails to serve the purpose of decision¬ 
making. 

(c) Standard cost. Substitution of standard or budgeted costs for actual costs could remedy 
the shortcoming of the earlier method where inefficiencies are passed on to the buying unit in the 
form of inflated prices. Under this method, price to the buying division is based on efficient 
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performance. Inefficient operations are detected early, hence, they are not carried through to the final 
product. Standard costs provide the incentive to operate efficiently as the transferring unit is not 
permitted to recover costs of its inefficiencies from the buying division. Standard costs, however, 
would not avoid the more serious problem of suboptimal decision making. 

(d) Partial cost. A modified version of the full cost approach is the method under which only 
part of the costs are considered for setting the transfer price. The partial costs generally taken into 
account are the variable costs* of manufacturing the product. This method is advantageous insofar 
as control of relevant costs is concerned. By aiding in the cost and input decisions, it minimizes the 
possibilities of purchase from outsiders at higher costs to the organization (see illustration 
in Exhibit 10.1). 

Criticism generally levied against the variable-cost method is that it is further removed from 
sensibility to market factors. Lack of consideration for fixed expenses and capital employed is likely 
to influence long-term profitability. Again, this method being based only i»n costs, profits have no 
role in motivating and evaluating the performance of the divisions. A more weighty criticism is the 
one advanced in case of international transactions: use of this method of pricing would lead to charge 
of dumping being levied against the transferor as these prices would not be representative of economic 
substance nor fulfil the arm’s length criterion. 

At times an additive is applied to the variable costs to motivate the divisional managers. This 
only serves to blunt the utility of the transfer price so determined as decision tools and is therefore 
rarely used in actual practice. 

Market price-based systems. Transfer prices based on market price may be based on the market 
price of the semi-finished product, or on the ui t imate market price, o -f / / a X iJ . 

(a) Based on semi-finished product. There is general agreement that if competitive markets 
for the intermediate product exist, market prices would be the ideal transfer price; the reason being 
that it is determined by parties that are external to the firm and deal at arm’s length with one another. 
Market price, when used for internal transfers is, therefore, the most objective measure of value 
employed while charging for the goods or services exchanged. As Horngren puts it: 

When an organization has profit centres, market prices should be the prime candidate for setting 
transfer prices. In this way buyers and sellers systematically keep abreast of their internal and 
external opportunities, and problems of congruence, effort and autonomy are minimized.^ 

Market-oriented transfer prices offer numerous benefits to the concerns employing them. Use 
of market price is consistent with decentralized profit centres orientation. Profits determined by 
external markets are less subject to internal manipulations and are a reasonable measure of performance. 
The objectiveness of transfer pricing at market price has been expressed by Shillinglaw and Burton 
as follows: 

A transfer price system based on market price has considerable appeal. It seems a fair, objective 
measure of the value of the product transferred. It introduces external competitiveness pressure, and 
standards, and it measures divisional profits in terms of external opportunities.^ 

Maricet-based transfer prices help to distinguish between profitable and non-profitable operations. 
Competitive market prices thus stimulate control of costs and encourage efficiency. Market prices 

*The term * variable’ is used here in a broader sense to include all pertinent outlay costs i.e. those additional 
costs that will be incurred by the production of units in question. 
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easily fit into the notion of ‘arm’s length’ price. Among host governments sensitive to anti-competitive 
practices, a consensus seems to be emerging that arm’s length pricing is an appropriate norm in 
computing taxable profits. 

The benefits which accrue from market-based transfer prices should not lead one to the conclusion 
that they are free from shortcomings. Market price is the correct transfer price only where the 
commodity being transferred is produced in a competitive market, that is, competitive in the theoretical 
sense, where no single producer considers himself large enough to influence price by his own output 
decision. A major problem associated with market price is the frequent absence of an intermediate 
market for the product or service in question. This happens in case of semi-finished products or 
specialized components. For instance, where the product or service is specially made for a particular 
division, or has special characteristics, market price would only give a rough estimate of the market 
value of the specific product or service. Besides, decisions regarding internal transfers made on the 
basis of market price, under normal operating conditions, i.c. at less than full capacity, may not be 
congruent with the best interests of the total enterprise. The management is not left with much scope 
for adjusting prices for competitive and strategic purposes under this mechanism of transfer 
pricing. Again, overemphasis on market prices may result in lack of adequate attention to control of 
costs. 


(b) Based on ultimate market price. This category includes the Sales Minus Method. Under 
this method, the basis for transfer pricing is found in the price realized by the marketing division which 
sells the product to third parties. The transfer price is determined by reducing this price by an amount 
(usually a percentage) considered appropriate to cover the expenses of the marketing division in acting 
as an independent distributor. This method of transfer pricing would be appropriate in cases where 
the marketing division has no production of its own but is merely involved in selling and distribution 
activities. Determination of the level of allowance for profit is a difficulty generally encountered 
under this mechanism. One alternative is to permit an allowance in consonance with comparable 
enterprises in the same industry. Another possibility is to deduct a percentage of cost or turnover, 
which would be enough to cover selling and (fistribution expenses and also the profit mark-up. 

A leading automobile manufacturing company in India follows a policy of transfer price as a 
proportion of selling price. The tractor, motorcycle and spares manufacturing divisions transfer the 
final product to the marketing division at 97.5 per cent of the selling price. The profit for the 
marketing division is found after deducting its expenses (selling, administrative and allocation of 
head office expenses) from 2.5 per cent of the selling price. 

Modified market price. Market price is sometimes modified to reflect the specific situation involved 
in the intra-company transfers of products and services. The market price may be reduced to make 
allowance for reduced effort in selling and transportation expenses that often characterize interdivisional 
transfer. The justification put forward is that since the selling division would be incurring less 
cost in making a sale to another division, part of the savings should be passed on to the buying 
division. 

This method would, however, not be very appropriate where transfers are made among 
subsidiaries situated in two different countries as owing to the distance involved, economies on 
shipping costs etc., would not be realized. In certain situations, however, it may be necessary to 
revise the market price upwards to take care of hidden costs arising on account of the buying division 
making unreasonable delivery demands on the selling division or the extra cost incurred to meet a 
more stringent quality standard. 
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Others. This category may include transfers on the basis of (a) negotiated price, (b) target profit, 
and (c) dual price. 

(a) Negotiated price. This mechanism represents a refinement of the market-based transfer 
prices. It is also termed as bargained price. As its name indicates, thiN price is determined by 
bargaining between the subunits involved. It suggests an arm’s length b<trgaining process such as 
would be encountered when dealing with entities external to the firm. The negotiation approach rests 
on the assumption that the entities have complete freedom to bargain. In other words, if an agreement 
is not reached on the transfer price they would be free to sell in the external market. In the 
absence of availability of such alternatives, the negotiation approach wouhl break down. Kaplan and 
Atkinson refer to certain conditions that are essential for the negotiated price technique to succeed. 
These include: 

1. Some form of outside market for the intermediate product. This avoids a bilateral monopoly 
situation in which the final price could vary over too wide a range, depending on the strength and 
skill of the negotiators. 

2. Sharing of all market information among the negotiators. This should enable the negotiated 
price to be close to the opportunity cost of one, or preferably both, the divisions. 

3. Freedom to buy or sell outside. This provides the necessaiy discipline to the bargaining 
process. 

4. Support and occasional involvement of top management. But such involvement must be 
done with restraint and tact, if it is not to undermine the negotiating process.® 

There are certain advantages attached to the negotiated price approach. Bargaining makes 
adjustments for unusual or inappropriate aspects of the market price. Where both parties are open to 
reasonable concessions, negotiation would improve the use of economic resources in situations where 
excess capacity exists. 

The negotiated price mechanism, however, is not free from defects. The negotiation process 
no doubt consumes useful management time of both the parties involved and also the top management 
which is required to oversee the negotiating process and to mediate disputes. The measurement of 
divisional profitability is rendered sensitive to the negotiating skills of the managers. Besides, captive 
units are generally placed at a relative disadvantage in such negotiations. In situations where the 
negotiated price is above the opportunity cost of supplying the transferred goods, it may lead to 
suboptimal levels of output. Despite its limitations, however, the negotiated price mechanism seems 
to be the most practical method for establishing the transfer price between two divisions. 

(b) Target profit price. The approaches discussed so far are either cost-oriented or market- 
based, another approach suggested by Heitger and Matulich is to arrive at a transfer price based 
on a target profit. According to them, “Target profit transfer prices attempt to provide reasonable 
or desired profit levels for divisions when a market price is not available or when other 
transfer pricing methods would yield unsatisfactory results”.^ Thus, under this method the transfer 
price is so designed as to provide a reasonable profit to the selling division say 10 per cent of the 
standard costs or actual costs. To illustrate, assume that Sunset Limited has two divisions—a 
manufacturing division and an assembly division. The units produced by the manufacturing division 
are transferred to the assembly division and the policy of the company is to provide a divisional profit 
of 30 per cent on sales with standard costs as the base. The cost data of the manufacturing division 
is as follows: 
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Standard units 
Units produced 
Manufacturing expenses 
Operating expenses 

Total costs 


Standard Costs 

20,000 

Rs 1,60,000 
50,000 

Rs 2,10,000 


Actual Costs 


20,000 
Rs 1,97,600 
82,400 


Rs 2,80,000 


To determine the transfer price it is essential to first compute the total revenue required to 
yield the target profit. This figure would then be divided by the units produced to obtain the transfer 
price. The computation, therefore, is: 

TR = 0.3 TR + TSC 

TR = 0.3 TR +(1,60,000 + 50,000) 

0.7 TR = 2,10,000 
TR = 2,10,000 + 0.7 
= 3,00,000 

where TR represents total revenue and TSC represents total standard costs. 

Thus, Rs 3,00,000 is the total revenue required to generate a 30 per cent profit on sales using 
standard costs as the base. The transfer price per unit is therefore equal to Rs 3,00,000 + 20,(K)0 i.c. 
Rs 15 per unit. 

Had the profits been measured against actual cost, the process of computation would have been 
similar except that actual cost would be substituted for standard cost. Thus: 

TR = 0.3 TR + TAC 
TR = 0.3 TR + 1,97,600 + 82,400 
0.7 TR = 2,80,000 

= 2,80,000 + 0.7 
TR = 4,00,000 

where TAC represents total actual costs. 

The transfer price would be fixed at Rs 4,00,000 + 20,000 = Rs 20 per unit. 

The situation becomes slightly more complicated when the transferring division sells part of 
its product to the outside market. In such cases, to determine the transfer price, the revenue obtained 
from outside sales would be deducted from the desired total revenue and the difference divided by the 
number of units transferred internally. In the previous example, assume that the manufacturing 
division sells 15 per cent of its output to an outside buyer @ Rs 20 per unit. The targeted profit 
continues to be 30 per cent of sales using standard costs. The transfer price will be computed as 
follows: 

The total revenue required will be the same as the target profit and the standard costs are the 
same. Thus: 


TR = 0.3 TR + (1,60,000 + 50,000) 
TR = Rs 3,00,000 
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Revenue generated from outside sales = 3,000 x Rs 20 = Rs 60,000 
Revenue to be generated from internal sales = 3,00,000 - 60,000 = Rs 2,40,000 
Transfer price = Rs 2,40,000+ 17,000 = Rs 14.12 approximately. 

(c) Dual pricing. Since it is virtually impossible for a single transfer price to simultaneously 
meet the criteria of goal congruence, subunit autonomy and managerial effr’it, some companies resort 
to dual pricing. Under this mechanism a given transaction is recorded at two prices arrived at by 
using two different methods. This system is gaining acceptance over the years as it attempts to 
reconcile the objectives of control, performance evaluation, and decision-making. Most of the complex 
enterprises operate somewhere along the centralized-decentralized continuum The cost centre approach 
would be most appropriate in case of some units, a profit centre approach would be more suited for 
others. To illustrate, where a company has a captive central manufacturing unit and a distribution 
unit, the manufacturing unit may be controlled internally by using a standard cost plus mechanism 
of transfer pricing for transfers to the distribution unit. The transferee unit, however, would be 
charged only the standard cost. This will enhance decision-making at that level and at subsequent 
levels. The method, however, suffers from the drawback that it would result in some double counting 
of profits and so the aggregate of divisional profits would not reflect the profits of the enterprise as 
a whole. Another argument put forward against its use is that it would lead to a deterioration in 
control of costs at all levels. This situation, however, would not necessanly result in all cases as it 
would depend on the calibre and astuteness of the management. 

The pros and cons of the different transfer pricing models discussed so far give us an insight 
into their nature but do not provide an answer as to which model is optimal. There is seldom a single 
transfer price model that can ensure the desired results. As Merville and Petty observe. 

The transfer pricing issue has been addressed from a variety of perspectives and vantage points, 
however, endeavours to construct an all purpose intracompany price have produced more questions 
than answers.*® 

The reason being that an appropriate transfer price is dependent upon numerous factors such 
as economic and legal circumstances and the decision at hand. One transfer pricing model may be 
required for motivation and another for evaluation. Again, what may be an optimal price for tax 
purposes may not be so for other external purposes. Concisely stated, the appropriate determination 
of a transfer price must be aligned with the end objective. As Sharav puts it. 

What, if any, is the 'preferred method’ of transfer pricing? No method that has emerged to date, 
be it cost- or market-based, has been immune from criticism. The practices of actual companies 
involved in transfer pricing demonstrate a consistent rejection of any dogmatic and singular approach, 
no matter how theoretically superior it may have been proclaimed. Users and uses determine the 
transfer pricing technique to be selected.** 

Though there is no all-pervasive rule for transfer pricing which would lead to optimal decisions for 
an organization as a whole. Horngren and Foster have devised a general rule which according to 
them, has proved to be helpful in setting a transfer price. Accordingly: 

Minimum transfer price = Additional outlay costs incurred per unit to the point of transfer 

+ Opportunity costs per unit to the firm as a whole 

The term outlay costs is defined as the cash outflows that are directly associated with the production 
and transfer of the products and services. Opportunity costs on the other hand, represent the maximum 
contribution foregone by the company when the product or service is transferred internally. This 
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distinction between outlay and opportunity costs is necessitated by the fact that the accounting system 
typically records only outlay costs. Where a perfectly competitive intermediate market exists, the 
opportunity cost will be the market price minus the outlay costs. For instance, if the outlay cost of 
a product is Rs 25 per unit and the market price is Rs 40 per unit, assuming that a perfectly 
competitive intermediate market exists, the transfer price will be Rs 40 per unit arrived at as 
follows: 


TP = OtC + OpC 
= 25 -f (MP-0,C) 

= 25 + (40-25) 

= 25+15 
= Rs 40 

where TP denotes transfer price, 0,C outlay costs, OpC opportunity costs and MP the market price. 

Transfer Pricing of Services 

Numerous methods have been devised successfully for transfer pricing of products exchanged within 
the company. However, in the increasingly services-oriented business world, most companies encounter 
significant hurdles in devising an appropriate transfer pricing mechanism for services. The challenges 
arise on account of the peculiar feature of services as compared to commodities. In the first instance, 
as services are intangibles it is difficult to define exactly what is for sale, i.e. the ‘product content’. 
This feature creates a problem for sellers to defend or buyers to understand the prices of services. 
Besides, the skill and experience of the personnel involves challenges of_proper evaluation. To 
understand how companies formulate transfer pricing poliines for services a survey was conducted 
by Keegan and Howard of Price Waterhouse.*^ According to their findings, historically services have 
been transferred at cost or at a mandated market price, equivalent to standard cost plus a mark-up. 

In recent years, however, with the burgeoning white-collar workforce many large companies 
expect market-based transfer pricing to play a more important role in structuring relationships between 
internal service organizations and core operations. The survey revealed that establishing an external 
market price is always troublesome in a transfer pricing system. It is relatively easy to identify 
market-based prices for commodity-like services, such as order of catalogue items. This mechanism 
would, however, be inappropriate for customary services like executive recruitment etc. In such 
situations, 72 per cent of the companies surveyed reported that transfer prices are negotiated between 
the buyer and seller. Nebulous information concerning the market price of similar services provided 
by outside vendors frequently served as the basis for this negotiation. They suggested that in order 
to reduce the potential for disputes among internal buyers and sellers, the corporate financial staff 
must issue definitive guidelines for transfer pricing services based on factors such as substitutability, 
volume and costs. The objectives of transfer pricing exercise a decisive influence on the method to 
be adopted. The objectives of transfer pricing are discussed in the following section. 

OBJECTIVES OF TRANSFER PRICING 

The objectives of transfer pricing will be studied under two heads: domestic and international. This 
classifed analysis is essential for a better insight into the host of additional constraints an enterprise 
encounters as it progresses into the international arena. We shall first examine the objectives of 
transfer pricing domestically i.e. between divisions within the same country, followed by objectives 
of transfer pricing globally. 
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Domestic Objectives 

As organizations grow, decentralization of some management functions becomes desirable. 
Consequently, problems of decision-making arise because of the proliferation of decision makers. The 
three important areas in which concern of the central management is reflected .ire: control, coordination 
and evaluation. The objective of transfer pricing in these diversified domestic organizations is, 
therefore, threefold namely to construct a framework to control operations; motivate managers to 
maximize their profits and thus the profits of the organization as a whole in die long run; and evaluate 
the performance of both divisions and managers. 

With increased autonomy to local managers, the need obviously arose for a system of internal 
pricing that would assure optimal allocation of resources. The problem, therefin e, is one of constructing 
a system of transfer prices to serve as a standard framework to control the o|>erations of units having 
various degrees of independence. 

Transfer prices are meant to motivate division managers to make the right decisions to operate 
their units at a high degree of efficiency and promote the welfare of the coiporation as a whole. To 
what extent decisions by unit managers will be influenced by transfer prices would depend upon a 
number of variables like the information or data available, the pricing policy or strategy of the unit, 
the elasticity of market demand, and the role of the unit within the organization. 

An appropriate in-house pricing mechanism serves as a monitoring device in the evaluation of 
decentralized divisional performance. It is essential, however, that transfer prices be compatible with 
the role of the units in order to provide valid measures. Where inappropriate roles are assigned to 
subunits both before and during evaluation, the resulting transfer pricing practice produces a heap of 
worthless information. Cowen, Phillips and Stillabower have aptly summed up the objectives of 
transfer pricing as 

The primary purpose of all transfer pricing system is to maximize the following set of management 

objectives: 

1. Assure that divisional, branch and/or subsidiary objectives coincide with the overall objectives 
of the company; 

2. Motivate managers of such sub-entities to make decisions which are congruent with overall 
company objectives; 

3. Assure an efficient allocation of resources among and within such sub-entities; 

4. Provide an adequate measure upon which to evaluate the performance of all corporate entities; 
and 

5. Assure effective communication within the entire company. 

Succinctly stated, transfer pricing presents a dilemma of substantial proportions for complex 
domestic organizations. Various degrees of decentralization prevalent are reflected in structures varying 
from vertical to horizontal and all sorts of combinations in between. Besides, the units may also 
operate as cost, profit or investment centres. Domestic transfer pricing objectives are as conflicting 
as the roles of the units. Decentralized operations are based on the edifice of autonomy, which entails 
sacrifice in control and decision-making, this in turn necessitates the development of appropriate 
mechanisms to monitor the effectiveness of delegated ^decisions. 

The pursuit of equity thus defines the critical path usually followed in selecting domestic 
transfer pricing methods. The number of conflicting roles and goals necessarily dictate that 
some trade-offs be made. Consequently, transfer prices vary over a wide range from freely 
negotiated to the administratively dictated, and they may be determined by either market or cost 
factors. 
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Multinational Transfer Pricing 

As an enterprise progresses into the international sphere, it is confronted with all the domestic 
constraints discussed in the earlier section plus a host of additional hurdles. Multinational conglomerates 
engaged in international transactions are exposed to numerous environmental influences that both 
create and negate the opportunities for enhancing profits through the mechanism of transfer pricing. 
In other words, transfer pricing decisions are affected tremendously by complicated variables such as 
the various methods and rates of income tax, tariffs and quotas, capital flow restrictions and currency 
regulations imposed by a host government, inflation rates, political risks and managerial preferences 
for risk avoidance through consideration of risks associated with foreign exchange rate fluctuations. 

Kim and Miller conducted a survey of US-based MNCs with affiliates in developing countries 
and their study indicated nine major external factors thought to influence transfer pricing policies of 
multinational corporations.*"^ These are ranked in descending order of importance in Exhibit 10.2. 

Exhibit 10.2 External Factors Influencing Transfer Prices 
Rank Factors 

1. Profit repatriation restrictions within the host country 

2. Exchange controls 

3. Joint venture constraints within the host country 

4. Tariffs/custom duties within the host country 

5. Income tax liability within the host country 

6. Income tax liability within the US 

7. Quota restrictions within the US 

8. Credit status of the US parent firm 

9. Credit status of the foreign affiliate 

Source: Seung H. Kim and Stephen W. Miller ''Constituents of international 
Transfer Pricing Divisions", Columbia Journal of World Business, 

Spring 1979, pp. 71-72. 

Their study revealed that while income tax liability might have been the overriding factor influencing 
transfer pricing decisions in earlier years, in recent times it is only one of the several factors and no 
longer the most important. Greater government consciousness to loss of revenue and consequently 
stricter scrutiny is perhaps the reason for this development. As will be observed from Exhibit 10.2, 
the more important factors today are profit repatriation restrictions within the host country and 
exchange controls. An analysis of the external factors follows. 

Minimize taxes. The multiplicity of tax rates and the variable nature of their application in different 
countries enable a firm to profit from a judicious selection of the locality in which to realize profits. 
Transfer prices are often an effective means of minimiziog the tax burden of the firm as a whole by 
controlling the income to be reported and taxed in the various host countries and the parent country. 
Thus high transfer prices may be set to siphon profits from subsidiaries situated in high tax countries. 
Similarly, low transfer prices may be set to shift profits to subsidiaries domiciled in low tax countries. 
This will have the effect of enhancing the profits which accrue to the corporate system as a whole. 
Besides, tax reduction or credits can also be realized by the selective use of transfer prices. Let us 
consider an example. Excel Electro Hongkong, a wholly owned manufacturing subsidiary of an 
Indian company, Bharat Electro Limited, currently ships 10 lakh (one million) pieces of calculators 
to New Excel Electro Limited (a related sales affiliate in India also wholly owned by Bharat Electro 
Ltd.) @ Rs 600 per piece. The cost price being Rs 450 per unit. The calculators sell for Rs 1200 per 
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unit in the Indian market. The operating expenses incurred by Excel Electro Hongkong amount to 
Rs 500 lakhs (50 million) and by New Excel Electro Ltd. in India amount to Rs 60 lakhs (60 million). 
Let us assume that the rate of tax applicable to companies in India for the assessment year 1994-95 
is 45 per cent plus a surtax on the income tax at the rate of 15 per cent, whereas it is 18 per cent 
in Hongkong. Let us now examine the impact of this intercompany transfer on the tax liability of the 
group, and see to what extent it is possible to minimize taxes using the mechanism of transfer pricing. 

Exhibit 10.3 Consolidated Income of the Two Affiliates 


in Rs (’000) 



Excel Electro 
Hongkong 

New Excel Electro 

India 

Bharat Electro 
India 

Sales 

600,000 

1,200,000 

1,200,000 

Cost of sales 

450,000 

600,000 

450,000 

Gross margin 

150,000 

600,000 

750,000 

Operating expenses 

50,000 

60,000 

110,000 

Income before tax 

100,000 

540,000 

640,000 

Income tax 

(18,000) 

(279,450) 

(297,450) 

Net Income 

82,000 

260,550 

342,550 


As will be seen from Exhibit 10.3, at a transfer price of Rs 600 per unit the consolidated profits 
of the company amount to Rs 75 crore (750 million). After paying a consolidated tax of Rs 29.745 
crores (297.45 million), the company is left with a profit of Rs 34.255 crores. As the difference in 
tax rates prevailing in the two countries is significant, the parent company can reduce the overall tax 
liability by effecting an increase in the transfer price. Raising the price charged by the Hongkong 
affiliate to the Indian affiliate from Rs 600 to Rs 900 per unit would have the impact of increasing 
the taxable income of the Hongkong subsidiary and reducing the taxable profits of the Indian subsidiary 
by Rs 30 crores. The differential between the tax rates in the two countries would result in dimunition 
of the tax payable by Rs 10.125 crores (see Exhibit 10.4) with a corresponding increase in the 
consolidated after-tax earnings. The obvious question that comes to mind is, if by enhancing the 
transfer price the company has been able to reduce the quantum of tax payable, what restrains it from 
effecting a further increase in the price charged by the Hongkong affiliate? There is no simple answer 
to this question. Governments the world over, faced with potential loss of revenue often take steps 
to counteract such measures. Fiscal authorities in different countries may adopt two approaches to 
tackle the problem. The first is a positive approach where they specify how the transaction between 
related parties is to be effected i.e. which method of transfer pricing be adopted by the MNCs. In 
most countries, however, governments have chosen to adopt the second approach, which is a method 
of profit reallocation. The authority to reallocate profits may vest with fiscal authorities through 
general legislation as in India (the Income Tax Act gives this authority); specific regulation relating 
to intercompany transactions as in the US or double tax avoidance treaties between nations. 

Generally, two conditions have to be fulfilled before fiscal authorities reallocate profits and if 
necessary adjust transfer prices. Firstly, the transactions are carried out between parties that are 
associated. In order to be operational it is essential that this condition be clearly specified e.g. in the 
form of the degree of joint possession (direct or indirect) of shares. The criteria for determining 
association are not the same in all countries. Again it is not necessary that 100 per cent of the shares 
be in the same hands; for instance in the USA, control is also assumed to exist if two independent 
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Exhibit 10.4 Consolidated Income of the Two Affiliates (subsequent to price increase) 

in Rs (’000) 



Excel Electro 
Hongkong 

New Excel Electro 

India 

Bharat Electro 
India 

Sales 

900,000 

1,200,000 

1,200,000 

Cost of sales 

450,000 

900,000 

450,000 

Gross margin 

450,000 

300,000 

750,000 

Operating expenses 

50,000 

60,000 

110,000 

Income before tax 

400,000 

240,000 

640,000 

Income tax 

(72,000) 

(124,200) 

(196,200) 

Net income 

328,000 

115,800 

443,800 


Note: The income tax has been arrived at as follows: 

For Hongkong company: 

18 per cent of Rs 400.000,000 = Rs 72,000,000 
For the Indian Company: 

45 per cent of Rs 240,000,000 = Rs 108,000,000 

Plus 15 per cent of Rs 108,000,000 (tax) = Rs 16,200,000 

Total tax payable s Rs 124,200,000 


enterprises each own 50 per cent of the shares of a third company, assuming that they arrange their 
decisions with regard to that third enterprise. In the Netherlands on the other hand, profit reallocation 
cannot take place unless control is proved. 

The second condition for profit reallocation is the absence of an arm’s length transaction^Here/ 
again, it is important to clearly define what prices are permissible in arm’s length transactions] 
Commenting on the international acceptability of the arm’s length concept, Choi and Mueller are o^^ 
the opinion that 

The notion of an arm’s length price defined as a price that would have been paid to an unrelated 
party for the same or similar goods under identical or similar circumstances, is especially germane 
to host governments sensitive to anticompetitive practices associated with artificial transfer prices.*^ 

The methods and principles set forth in the OECD Report on Transfer Pricing and Multinational 
Enterprises^^ generally form the basis for detailed regulations issued by various countries. In the absence 
of detailed regulations, countries make use of the four methods of computing arm’s length price 
recommended in the OECD report. These are the comparable uncontrolled price method, the resale 
method, the cost plus method and any other reasonable approach for determining an arm’s length 
price. We shall now examine the regulations in this regard in important countries of the worldr^ 

The United States of America. Section 482 of the Internal Revenue Code empowers fiscal authorities 
to investigate intercompany transactions in order to assess the possibility of tax evasion, or measure 
taxable income. The section provides, 

In any case of two or more organizations, trades or businesses (whether or not incorporated, whether 
or not organized in the US, and whether or not affiliated) owned or controlled directly or indirectly 
by the same interests, the Secretary or his delegate may distribute, apportion, or allocate gross 
income, credits, deductions, or allowances between or among such trades, businesses or organizations, 
if he determines that such distribution, apportionment, or allocation is necessary in order to prevent 
evasion of taxes or clearly to reflect the income of any such organization tr^e or business. 
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The regulation attempts to give very detailed prescriptions for transfer pricing based on the 
arm's length criterion. The regulations also lay down the methods that may be adopted for sale of 
goods between associated companies. These include: the comparable uncontrolled price method; the 
resale price method; the cost plus method. 

(a) The comparable uncontrolled price method. Under this methcnl of pricing, the arm’s 
length price of a controlled sale is equal to the price paid in a comparable uncontrolled sale. The 
uncontrolled sale price would, however, be adjusted keeping in view the co»»ditions under which the 
sale is made, such as quality, conditions of delivery, intangibles accompanying the sale, and the 
geographical situation of the market etc. 

(b) Resale price method. Under the resale price method; the transfer price is equal to a sales 
minus or retrogressive price. The applicable resale price is reduced by an appropriate mark-up 
percentage, e.g. if the applicable resale price of the commodity involved in the controlled sale is 
Rs 100 and the appropriate markup percentage for resale by the buyer is 20 per cent the arm’s length 
price of the controlled sale will be Rs 80 (i.e. Rs 100-20 % of Rs 100) 

(c) Cost plus method. The arm’s length price of a controlled sale under this method is 
determined by adding an appropriate gross profit percentage to the cost of producing the product. 
Where the enterprise also has uncontrolled sales, i.e. sales to an independent enterprise, plus/minus 
adjustments are made to the appropriate gross profit percentage keeping in view the differences in 
the nature of the goods, the nature of the buyer, the geographical location of the buyer etc. As regards 
the elements that should comprise cost of production, the regulation provides that such costs ought 
to be computed in a consistent manner in accordance with sound accounting practices for allocating 
or apportioning costs, which neither favours nor deters controlled sales in comparison to uncontrolled 
sales. 

It is important to note that companies are not free to choose between these methods. Where a 
comparable uncontrolled price exists, it has to be adopted. If not, the resale price method can be 
used. The cost plus method should thus be employed only when it is not possible to adopt 
either of the other two methods. The regulation also provides for the use of a so-called fourth 
method, where the enterprise can establish that considering all the facts and circumstances, 
some method of pricing other than the above discussed methods is clearly more 
appropriate. 

Prior to the 1980s, the attention of US fiscal authorities was primarily directed at US 
taxpayers doing business abroad. The past decade, however, witnessed an increase in foreign 
investment in the USA and consequently the focus of the tax authorities shifted to foreign 
companies doing business in the USA. This change in focus is reflected in the Tax Reforms Act of 
1986 which expanded the type of transactions that foreign-owned US companies had to report to the 
IRS. Again, in areas of transfer pricing, the 1989 and 1990 Tax Acts have expanded and 
enhanced the existing foreign-related party reporting and record keeping requirements, 
thus strengthening the hands of the IRS with regard to transfer pricing enquiries under Section 
482 of the Internal Revenue Code. The new requirements are designed to improve the IRS’s ability 
to monitor intercompany transfer pricing arrangements across the US border. As Douglas Emslie 
observes. 

The IRS are devoting more attention to intercompany pricing issues because they see it as a fertile 

area in which to raise a significant revenue. To this end, the IRS has recently issued proposed 



260 


INTERNATIONAL ACCOUNTING 


regulations which articulate far-reaching and controversial changes in the way in which transfer 
prices between related parties are formulated. 

Since March 1991, however, MNCs with US operations have an alternative to retrospective 
transfer pricing adjustments. They may choose to negotiate an Advance Pricing Agreement (APA) 
with the IRS. A revenue procedure (91-22) was published on March 1, 1991 modifying previous 
IRS pronouncements which outlined the procedures under which MNCs and the IRS could reach 
an agreement on transfer pricing issues for future periods. It is not essential for the APA to cover 
all the taxpayer’s pricing arrangements under Section 482. The taxpayer has been given the flexibility 
to limit its APA request to specified affiliates or specified intercompany transactions. The APA 
process is intended to result in an agreement among the parties on an appropriate transfer pricing 
methodology (TPM), the factual nature of the relevant transactions and the expected range of results 
of the TPM. 

The central concept of APA is the TPM to be used by the enterprise in determining its arm’s 
length pricing policy. For instance, there could be an agreement on the markup percentage under the 
cost plus method or acceptable range of gross profit margin under the resale price method. As 
compared to the existing arm’s length pricing rates under Section 482, the new revenue procedure 
accords freedom to the taxpayer to choose a price from within the agreed range of acceptable transfer 
prices. The ‘critical assumption’* as agreed to by the parties and as specified in the agreement, form 
the parameters of the APA. For example, if the taxpayer adopts a new business strategy or there is 
a significant change in the sales volume, the parties will be required to either renegotiate the APA 
or cancel it. Under the revenue procedure, the taxpayer is afforded an opportunity to request pre- 
filing conferences with the IRS to determine what information should accompany the application. 
These conferences are intended to explore such issues as an APA’s suitability, the nature of the data, 
the documentation and analysis likely to be necessary, and the need for an independent expert. The 
taxpayer’s annual reports must demonstrate that the actual results of the TPM for the year conform 
to the APA’s terms and conditions. Commenting on the expected benefits pf APAs to taxpayers, 
Taylor and Hendriks observe, 

Although the APA procedure will represent a substantial upfront cost to the taxpayer, it should help 
to avoid protracted and expensive disputes and reduce the cost of Section 482 audits. Even more 
important, an APA involving a number of tax jurisdictions should assure the multinational group 
that double taxation of its profits should not occur. 

The APA system thus being an innovation may turn out to be an effective tool for solving 
transfer pricing issues and affording some relief to foreign companies which are at present operating 
in a hostile US tax environment. 

The United Kingdom* Fiscal authorities in the UK also adopt the second approach to tackle 
the problem of loss of revenue as a result of transfer pricing. Sections 770 through 773 of the 
Taxes Act of 1988 deal with transfer pricing. Section 770 authorises the British Inland Revenue 
Service (IRS) to adjust any transaction between a UK taxpayer and a foreign related party to an 
amount that would have resulted had the transaction been effected on an arm’s length basis. The 
sections, however, do not give any definition of arm’s length dealing which can be an operational 
basis for transfer pricing. The double tax treaties entered into by the UK also often embody these 
principles. 

* Critical assumption’ here denotes any fact that, if changed, would significantly affect the substantive terms to 
which the IRS and the taxpayer are willing to agree. 
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Japan. Following the US initiative, Japan passed a ‘Special Taxation Measures Law’ in 1986^^ on 
the recommendations of the Tax Commission. The provisions dealing with transfer pricing are similar 
to those in the US except that the Japanese provisions are applicable only to international transactions 
between two corporations. Foreign entities operating through a subsidiary have no direct tax liability, 
but they may be requested through the subsidiary to disclose or produce records of transactions with 
the subsidiary to check the reasonability of U*ansfcr pricing. 

Canada. The arm’s length concept applies in Canada also. In case of transicr of goods and services 
between Canadian taxpayers and their related non-resident parties, the price to be allowed must be 
deemed reasonable keeping in view the arm’s length price. Any excess amount would not be allowed 
as a deduction under sub-section 69(2) of the Canadian Income Tax Act. 

Other Countries. Similarly, in France Article 57 of the General Taxes Code (General Des Imposts) 
permits adjustment of profits in case of minimization by manipulation of buying and/or selling 
prices, or by any other means. The Australian Income Tax Assessment Act also contains provisions 
(Division 13) to prevent reduction in revenue resulting from transfer pricing. 

It will thus be seen that the use of transfer prices to minimize taxes is not simple. Besides, low 
transfer prices to minimize ad valorem taxes in one country may result in the exposure to even higher 
value added taxes in other countries. The multiplicity of taxes, their effective rates and variable rates 
themselves create a maze of no small proportion. Conglomerates operating in a number of countries 
must be adept jugglers if they expect to gain a net advantage every time. 

Apart from regulatory constraints imposed by fiscal authorities on the use of the mechanism 
of transfer pricing there are certain control factors which cannot be altogether overlooked. Transfer 
pricing schemes designed with the objective of minimizing consolidated tax liability often produce 
aberrations in the multinational control system. Transfer pricing policies that result in inequitable 
performance measures generally lead to conflict between subsidiaries and the goals of the enterprise. 
For instance, in the previous example (see Exhibit 10.4) by a stroke of the pen the profits of New 
Excel Electro India have been slashed by Rs 300 million. Gross injustice would be done to the Indian 
subsidiary if its performance were to be judged on the basis of its accounting statements. Such 
statements would not present a true picture of the managerial efficiency of the two subsidiaries in 
India and Hongkong. A possible solution to this distortion in the performance evaluation process 
could be the maintenance of dual sets of accounts, one for the tax authorities and the other for internal 
control, but this would involve substantial additional expenses. The management should not overlook 
this aspect while weighing the tax savings effected by a transfer pricing mechanism. 

Tariffs and quotas. Transfer pricing policies of multinationals are also considerably affected by 
another type of taxation and control, i.e. duties and quotas on imported goods particularly ad valorem 
duties are of primary concern to transfer pricing decisions. Exports to a subsidiary domiciled in a 
high tariff country could be subjected to lower tariffs by reducing the price of goods sent there. 
Similarly, the impact of quota restrictions can be reduced by charging a low transfer price to a 
subsidiary domiciled in a country where import quotas prevail. In this manner, the importing subsidiary 
is enabled to import more materials then would have lieen otherwise possible. Here again, it must 
be mentioned that the notion of arm’s length price is usually viewed as an acceptable price by the 
customs officials. 

Circumvention of controls* Selective use of transfer prices may enable MNCs to reduce if not 
circumvent controls imposed by host governments. For instance, restrictions on the profits that may 
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be repatriated, such as often exist in Latin America can be nullified to some extent by repatriating 
earnings in the guise of service fees, interest charges, etc. Analogously, restrictions on distribution 
of income may be overcome by high transfer prices, since cost remittances to a parent company will 
ordinarily be permitted. Again, fixed levels of foreign exchange allotments can be stretched by using 
lower prices to enable importation of a large volume of goods. 

Reduction of environmental risks. Overseas investment is associated with both economic and 
political risks. Risks associated with fluctuation of exchange rates in selected areas can be minimized 
by judicious transfer pricing. In case of subsidiaries domiciled in countries where exchange rates are 
soft or are expected to deteriorate, high transfer prices can salvage parent currency immediately and 
thus reduce the risks of later remittances or repatriations at depressed rates. Again, in case of 
subsidiary countries passing through severe price inflation which has the effect of eroding the purchasing 
power of the company’s monetary assets, action in the form of high prices on products transferred 
to subsidiaries situated in such environments helps to return resources to the parent without delay. 
In cases of continuous deterioration in the political environment of a country, high transfer prices 
may be employed to reduce the subsidiary’s exposure to expropriatory actions by host governments. 
However, the company should adopt such transfer pricing policies cautiously after carefully weighing 
the effectiveness of such policies in comparison with the cost of deterioration in its relationship with 
the host governments. 

Enhancement of competitiveness. Transfer pricing may also be used as a powerful tool in 
establishing a subsidiary abroad. This can be achieved by the parent company supplying the subsidiary 
with low priced inputs in the initial years. This would help to improve the subsidiary’s competitive 
ability thus enabling it to penetrate the local market. Similarly, the subsidiary’s financial position 
could be strengthened by pricing its inputs low and outputs high. In case of companies having control 
over the supply of raw materials, the pricing mechanism may be employed to weaken the position 
of the subsidiary’s competitors by providing it with materials at low prices. Once the subsidiary has 
strengthened its competitive position in the foreign market, the price subsidy provided by the pricing 
mechanism should be gradually withdrawn to prevent it from becoming a permanent management 
liability. 

TRANSFER PRICING: THE INDIAN SCENARIO 

The subject of transfer pricing has failed to attract the attention of researchers in India and, limited 
research has been undertaken so far on this thorny issue. The primary constraint being lack of 
willingness on the part of companies to divulge the required information. In an earlier study, 
Govindrajan and Ramamurthy^^ concluded that market price-based transfers were popular with 
companies in India. This was followed by manufacturing cost-based prices. However, a recent study 
by Shirin Rathore^^ revealed that other methods such as the sales minus, and negotiated price methods 
were gaining ground, probably on account of their ability to better achieve the objectives of transfer 
pricing. For instance, in one of the cases the transfer was made at 97.5 per cent of the selling price. 
In another case, the sales minus method was used with more detail as to how the markdown would 
be determined. The details of the transfer pricing mechanism adopted by the company are given 
below for purpose only of illustrating the method used.* 

* Names of the companies are not mentioned as the information was provided on condition that names would 
be kept confidently. 
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The company manufactures different models of a particular product. The transfer price is fixed 
modelwise on an annual basis by the sales minus method. The procedure adopted may be divided 
into two steps. The first step is to determine the markdown, which is done bv using forecasts of sales 
and selling and distribution expenses. Assume the company has four distribution channels. The 
procedure adopted would be as follows: 

Forecast of sales and selling and distribution expenses. This can be accotnplished in the following 
manner: 

(a) Forecast channelwise sales and average selling price for each motlel of the product for the 
year. Also determine the modelwise proportion of units of the product to be transferred to each 
channel. 

(b) Forecast the discounts to be given on the bills during the coming year and compute the total 
budgeted discount. 

(c) Compute the service charges and overriding commission (ORC) per unit for each model as 
per the agreement with the distributors. 

(d) Estimate the target achievement bonus (TAB)* amount on the basis of schemes that might 
be introduced during the coming year and quantum of sales forecast during the period. On the basis 
of the number of units to be transferred to the distributors, the modelwise average TAB per unit of 
product is worked out. 

(e) Similarly, the loss on replacement of accessories has to be estimated on the basis of the 
expected percentage of sales. The loss per unit on this account is computed by dividing the total 
estimated loss by the number of units expected to be sold during the year. 

(0 Again, the publicity and warehouse establishment charges are estimated on the basis of 
their respective budgets and the charge per unit determined. 

(g) The product being a seasonal one, it would have to be sold at off-season reduced price and 
hence it would be necessary to estimate the amount of price reduction and find the per unit reduction. 

(h) The other items which need to be estimated are freight on transfers to the distributors, and 
interest. The former is done on the basis of expenses budgeted for this and the latter on the basis of 
expected average holding of stocks and debtors’ realization period. 

Determination of transfer price. Once the ex-works realization is determined, the transfer price 
is computed on the basis of the proportion of quantities to be transferred to each distribution channel. 
Thus the 


Transfer price = Pi X Ni + P2X N2+P3X N3+P4X 

where Pi, P 2 , P 3 and P 4 stand for the ex-works realization price to the four distribution channels, 
and ^ 1 , Niy and N 4 represent the proportion of quantity sold to each channel. These proportions 
are: 70, 10, 15 and 5 respectively. 

The transfer price thus works out to, 

400 X 0.7 + 420 X 0.1 +390 x 0.15 + 380 x .05 = Rs 400 


♦TAB is a sales promotion scheme followed by the company. 
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Exhibit 10.5 Computation of Transfer Price 


Model 


Rs per unit 


Particulars 


Channels 




1 

2 

3 

4 

Selling Price (A) 

480.00 

480.00 

480.00 

480.00 

Less: Selling and distribution 
expenses 

Discount on bills 

5.00 

6.00 

5.00 

10.00 

TAB 

10.00 

— 

15.00 

17.00 

Overriding commission 

2.00 

4.00 

4.00 

5.00 

Service charges 

10.00 

7.00 

10.00 

10.00 

Publicity 

10.00 

8.00 

10.00 

10.00 

Freight 

2.00 

2.00 

3.00 

3.00 

Cash discount 

6.00 

5.00 

5.00 

5.00 

Interest on stocks 

3.00 

2.00 

4.00 

5.00 

Warehouse expenses 

3.00 

2.00 

4.00 

5.00 

Turnover tax 

20.00 

20.00 

20.00 

20.00 

Price reduction 

5.00 

— 

6.00 

6.00 

Replacement claims 

5.00 

4.00 

4.00 

4.00 

Total sellina and distribution 

expenses (B) 

80.00 

60.00 

90.00 

100.00 

Ex-works realization (A - B) 

400.00 

420.00 

390.00 

380.00 

Pi 

P2 

P 3 

Pa 

Expected proportion of 

channelwise sale 

70% 

10% 

15% 

5% 


Ni 

N2 

A/a 

Na 


Note: All these computations are hypothetical. 


Legislation to Curb Revenue Losses 

As regards the legislation to curb revenue losses, Section 92 of the Indian Income Tax Act authorizes 
the tax authorities to determine the amount of profits which might reasonably be deemed to arise 
from transactions taking place between closely related persons. The Act does not distinguish between 
domestic and international transactions. To quote: 

Where a business is carried on between a resident and a non-resident and it appears to the assessing 
authority that, owing to the close connection between them, the course of business is so arranged 
that the business transacted between them produces to the resident either no profits or less than the 
ordinary profits which might be expected to arise in that business, the assessing officer shall 
determine the amount of profits which may reasonably be deemed to have been derived therefrom 
and include such amount in the total income of the resident.^^ 

A peculiar trend visible in annual reports of some companies in India in recent years is the 
inclusion of interunit transfers in the sales figure to push up the sales. In fact, the inclusion of 
interunit transfers to the tune of Rs 988 crores in the total turnover of Reliance Industries Limited, 
amounting to Rs 4,105 crores for the year 1992-93, makes it India's top company in terms of sales 
which is the popular way of measuring size. Had it not been for this inclusion, the top position would 
have been bagged by TISCO with its turnover of Rs 3,433 crore. Reliance is not the only one to adopt 
this technique of boosting sales, there are quite a few other also: 
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Company Amount transferred (in crores of Rs) 

Reliance Industries Ltd. 988 

Ballarpur Industries Ltd. 194 

Century Textiles Ltd. 23 

Asian Paints (I) Ltd. 10 

ACC, Grasim Industries and Facor also follow the practice but do not meniion the amounts in their 
annual reports.^^ 

Another disturbing fact is the manner in which the information is disclosed in the annual 
reports. In some cases, it is not mentioned in the accounting policies, wheie it rightly belongs, but 
in an inconspicuous place where it is likely to go unnoticed. For instance in case of Ballarpur 
Industries Limited, in the 1992-93 annual reports, the disclosure regardirjg inclusion of internal 
transfers in sales turnover is not made in the significant accounting pc iicies, but as a part of 
Schedule IX—additional information.^^ The Institute of Chartered Accountants of India should come 
out with a statement or standard to check this practice of inflating sales turnover by the inclusion of 
internal transfers, since a major part of these transfers are at selling price. 

SUMMARY 

Multinational transfer pricing thus represents a dilemma of substantial proportions. Despite the 
magnitude of the problem, one thing is clear that in the international arena, equity among 
subunits is rarely given prime consideration. Today, it is the optimization of the interests of the 
multinational organization as a whole that is of paramount importance. The objectives of transfer 
pricing are not stationary, they are bound to change over time as the elements within the several 
environments (political, legal, economic and cultural) change. As such, no standardized system 
of transfer pricing could be flexible enough to achieve multiple purposes in dynamic 
environments. 


REVIEW QUESTIONS 

1. Explain the concept of transfer pricing. Examine its role in national and multinational business 
operations. Briefly analyse the current practices relating to transfer pricing adopted by multinational 
corporations. 

2. Identify the major bases for pricing intercompany transfers from the viewpoint of multinational 
enterprises and comment briefly on their relative merits. 

3. “Under the cost-based methods of transfer pricing, the inefficiencies of one department are 
passed on to another.” Comment. To what extent can transfer pricing be used as a mechanism 
for reducing the overall tax liability of a multinational corporation? 

4. Would you consider market-based methods of pricing intercompany transfers superior to cost- 
based ones? Explain your position. Also throw some light on the tax provisions relating to related 
party transaction under the Indian tax laws. 

5. “The economic analysis model has conceptual appeal but is very difficult to implement in 
practice.” Comment examining the important difficulties encountered. 

6 . What do you understand by negotiated price? Kaplan refers to certain conditions he considers 
essential for the negotiated price technique to succeed; explain these conditions. 
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7. “Full cost transfer pricing at times leads to decisions that are dysfunctional for the firm as a 
whole.” Explain with the help of an example. 

8 . “It is virtually impossible for a single transfer price to simultaneously meet the criteria of goal 
congruence, subunit autonomy and managerial effort.” Comment suggesting a way out. 

9. Which method of transfer pricing would you consider optimal? Also mention the general rule 
devised by Horngren and Foster which has proved helpful in setting a transfer price. 

10. “An appropriate inhouse pricing mechanism serves as a monitoring devise in the evaluation of 
decentralized divisional performance.” Comment. 

11. MNCs engaged in cross-national transactions are exposed to numerous environmental influences 
that both create and negate the opportunities for enhancing profits through the mechanism of 
transfer pricing.” Examine these influences. 
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PROBLEMS 

!• The Jhelum Corporation Limited is a manufacturer of portable gensets. The company is organized 
along decentralized lines with each manufacturing division being treated as a separate profit 
centre. The divisional heads have full authority on all decisions regarding the purchase of their 
requirements and sale of their production. In the past. Division A has been supplying a particular 
component to Division B at a price of Rs 2000 per unit. However, Division A has informed 
Division B that it intends increasing the price of the component to Rs 3,000 with effect from 
July 1993, necessitated by the fact that a highly specialized equipment has been recently installed 
which has resulted in high depreciation charges. The component can be purchased in the open 
market for Rs 2,600, and Division B which has an annual requirement of 5,000 units decides to 
purchase the component from outside. You are further informed that after installation of the new 
machine. Division A’s cost of production of the component is as follows: 

Variable cost per unit Rs 2,400 

Fixed cost per unit Rs 300 

Total Rs 2,700 

Required: 

(a) Would you consider Division B’s decision to purchase the component from outside supplier’s 
at Rs 2,600 per unit optimal from the point of view of the company as a whole assuming 
that there are no alternate uses for the internal facilities of Division A. 

(b) Would your answer be different if: 

(i) There arc no alternative uses for Division’s facilities and the outside supplier’s price 
drops to Rs 2,300 per unit? 
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(ii) The internal facilities of Division A released by not producing the component would bft 
used for other production operations that would result in annual cash operating savings 
of Rs 36,000? 

2. Elecom Corporation Ltd., an Indian company has a manufacturing affiliate Sellcom Ltd. (also 
an Indian company) which manufactures cellular telephones. The affiliate transfers 10,000 units 
of the product to Multicom Ltd., Hongkong, a sales affiliate of Elecom Corporation. The goods 
are transferred @ Rs 12,000 per piece. The sales affiliate resells these phones to final consumers 
at Rs 15,000 (converted rupee value of Hongkong dollar) per piece. The cost of manufacturing 
the phone is Rs 8,000 per unit. Operating expenses incurred by Sellcom Ltd. are Rs 1,50,000 and 
Multicom Ltd. are Rs 1,00,000. Assume the rate of corporate lax applicable is 45 per cent in 
India (ignore surcharge) and 16.5 per cent in Hongkong. 

Required: 

(a) Determine the consolidated tax liability of the parent company. 

(b) Formulate a transfer pricing strategy that would minimize the overall tax liability of Elecom 
Corporation keeping in mind the regulatory constraints involved. 

3. Zing Zong Corporation is a manufacturer of electronic goods. It has two subsidiaries, one in 
Japan and another in India. The Japanese subsidiary—Japlong Corporation Ltd. supplies one 
million pieces of mini calculators to Indlong, the Indian subsidiary at Rs 4,500 per unit, (the cost 
price is Rs 3,000 per unit). Each calculator sells in the Indian market for Rs 7,500 each. The 
wholesale price for such calculators in the Indian market is around Rs 6,000. The operating 
expenses incurred by the two subsidiaries are: Japlong Rs 40 million and Indlong Rs 60 million. 
Assume that the rate of tax applicable to companies in India is 45 per cent (ignore surcharge) 
and in Japan 30 per cent. 

Required: 

On the basis of the above information formulate a transfer pricing strategy that would minimize 
the overall tax burden of Zing Zong Corporation. 



Chapter 11 


Performance Evaluation 


INTRODUCTION 

One of the most dramatic changes witnessed by corporations the world ewer during the last few 
decades has been the rapid internationalization of their business. This strategy )f geographic expansion 
overtaxed the information processing ability of the chief executives and created the need for a 
decentralized multidimensional structure. The decentralized form of organization, therefore, spread 
rapidly. As Vancil rightly observes, “if decentralization was a managerial invention in 1920, it was 
an articulated philosophy by 1950, a reorganizational trend by 1960, and a universal practice by 
1970.”* Performance evaluation of the subsidiaries of multinational enterprises and their managers 
is also a problem arising as a consequence of decentralization, analogous to that of transfer pricing 
examined earlier. This chapter focuses on the additional considerations involved in the control of 
foreign affiliates which render the domestic management control approach with regard to performance 
evaluation less satisfactory. 

Geographic expansion of business added certain additional variables and circumstances that 
typify the multinational dimension, which has necessitated mutations of domestic management 
specialities. However, in a large number of cases firms applied domestic practices of performance 
evaluation with slight modifications, to overseas operations for which they were inappropriate. As is 
evidenced from the study conducted by Persen and Lessig^ who conclude that. 

Almost without exception, the procedures adopted in measuring domestic profitability were expanded 
and modified to apply to foreign units when the firm expanded overseas. Ninety per cent of the 
respondents reported that they were using identical formats for budgeting overseas operations, as 
used for domestic operations. 

The central feature of an organization’s effective control system is the performance evaluation 
of the enterprise. Devising an effective system for monitoring the performance of domestic operations 
is a rather complex issue, but the measurement of an overseas operation is rendered more complex 
on account of complicating international factors such as exchange rate volatility, foreign inflation, 
transfer pricing and a host of other environmental effects. As Shapiro observes. 

Unfortunately, developing an evaluation and control system is still an art, relying on judgement 
more than theory. No universal principles have yet appeared to use in designing such a system for 
domestic operations, much less for foreign operations.^ 

Currency fluctuations are at the heart of the distinction between the control of domestic and 
foreign operations. The use of different currency translation methods produces different measures of 
profits.* While developing an effective performance evaluation system the environmental characteristics 
of a particular country should also be taken into consideration. Sometimes the quality of management 

* For further details see Chapter 4—Foreign Currency Translation. 
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in the country where the affiliate is domiciled might not be as high as of the parent company and 
in such a situation the use of a very complex performance evaluation system would not be the most 
effective way to appraise the international operations. Simple evaluation techniques would be more 
effective in such situations. 

Again, a multinational may invest abroad for a variety of objectives such as the desire to 
enhance its situation overseas or to defend its competitive position, or to obtain raw materials at 
significantly low costs from a foreign country, or to penetrate new markets. A conflict is bound to 
arise when the performance evaluation system does not reflect the specific nature of a foreign 
operation that may emphasize an objective other than profits. For example, the subsidiary may be 
offering several benefits to the multinational corporation in the form of additional exports or advantages 
arising from participating in technological development. These considerations ought to be taken into 
account when evaluating foreign affiliates. For designing an effective performance evaluation system, 
it is necessary that foreign managers be involved while laying down the objectives of the unit and 
designing the system. Such an approach would ensure the establishment of an evaluation framework 
which is sensitive to the local operating environment on the one hand and consistent with overall 
corporate goals on the other. The other variables which need to be taken into account include barriers 
imposed by nations on the remittance of funds, the practice of profit-sharing with workers, variations 
in work ethics or labour productivity. 

OBJECTIVES OF AN EVALUATION SYSTEM 

A well designed internal evaluation system serves four important objectives: it enables the top 
management to judge the profitability of the operations, provides an early warning signal for areas 
that are not within control, optimizes resource allocations, and evaluates managerial performance. 

PERFORMANCE CRITERIA 

Various measurement tools may be used in the process of evaluating foreign affiliates, such as those 
focusing on returns, i.e. return on investment, return on sales, return on assets, or corporate operating 
budgets, or contributions to earnings per share. 

Robbins and Stobaugh^ undertook an extensive study of the major multinationals at that 
time. They strongly criticized the evaluation techniques prevalent and considered them to be 
confusing, misunderstood and unsound. They suggested that Teturn on investment’, the evaluation 
criterion applicable at that time to virtually all affiliates (irrespective of whether they were 
captive units or otherwise) was a bent measuring stick and ought to be discarded and replaced by 
budgets. 

The study by Persen and Lessig referred to earlier, revealed that more than one criterion was 
generally used to evaluate the performance of foreign affiliates. They listed the measurement tools 
employed in the evaluation process, in order of importance as: 

1. Operating budget comparison; 

2. Contribution to earnings per share; 

3. Return on investments; 

4. Contribution to corporate cash flows; 

5. Return on sales; 

6 . Return on assets; 
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7. Asset/liability management; 

8 . Non-accounting data; 

9. Long-term plan comparison; and 

10. Return on investment inflation adjusted. 

A later study be Czechowicz et al in 1982^ revealed that multinational corporations place heavy 
reliance on operating budget comparison for evaluating foreign subsidiaries Return on investment 
ranked next in importance. Return on sales, return on assets and operating cash flows were also 
employed by some MNCs for evaluation purposes. The least popular measurcN were return on equity, 
and contribution to earnings per share. Another significant revelation was that the same financial 
and non-financial criteria were employed in evaluating the performance of the units and their managers. 

Thus, budgeted performance and return on investment have been identitied as the most widely 
used financial criteria for performance evaluation by MNCs. The issues assoc iated with these criteria 
that need to be taken care of relate to elements of income and the investment base. In order words, 
one needs to go into the alterations and amendments that ought to be affected in the conventional 
income statement. These changes are necessitated by factors which are not controllable by the local 
manager e.g. loss of revenue due to transfer pricing policy decided by the parent company. Again, 
a foreign affiliate may have been established with the objective of providing low cost parts to other 
affiliates in the multinational network. 

Further, to apply the ROI measurement, the investment base assigned to the affiliate must be 
clearly defined. It may range from shareholders’ equity to total assets. In case of affiliates, the issue 
is complicated by the fact that they are compelled by certain environmental constraints or headquarters 
requirements to hold certain non-productive resources. Thus, it seems fair that while evaluating the 
performance of the unit the investment base should include only capital employed in achieving the 
objectives of the unit. 

Non-Financial Criteria 

Certain non-financial criteria are also taken into consideration while evaluating performance. Important 
among them are: 


1. Market share. This is concerned with measuring the extent to which the affiliate is attaining 
its leadership goal in various markets. It is a good example of a measure computed in the present 
that signals the attainment of the long-term goal of leadership. For computing the market share it is, 
however, first necessary to define the market share index i.e., the ratio of sales of the affiliate to total 
sales in the market served by the product. 


2. Productivity. This is an efficiency measure that relates the output of a given unit to the inputs 
used in the production of the outputs. Thus, in simple terms productivity = output/input. 

Productivity is a key measure of the relative competitiveness of the affiliate. The trends in 
productivity indicate the efficiency with which the department is utilizing its labour and capital 
resources. Total factor productivity index may be computed as follows: 


Unit productivity = 


_ Value added 

Labour + Capital inputs 


where 


Value added = Unit sales - input costs of all materials and services 



272 


INTERNATIONAL ACCOUNTING 


3. Quality measurement. Prior to the 1980s, quality as a measure of performance was practically 
non-existent. Though many managers agreed in principle that better quality is preferable to lower 
quality, they still focused their attention on short-term financial performance as measured by earnings 
per share and return on investment. Quality advocates, therefore, devised a financial approach to 
quality, to draw the attention of finance-oriented managers, to the cost of ignoring quality. This ‘Cost 
of Quality’ approach expresses the financial impact of quality i.e. the cost of preventing defects and 
fixing them after they have occurred. As Kaplan^ puts it. 

The cost of quality, also called the cost of non-performance, attempts to compute a single aggregate 

measure of all the explicit costs attributable to producing a product that is not within specifications. 

It is a comprehensive, plant or companywide financial measure of quality performance. 

Costs of non-performance may be classified into four categories: 

Prevention. This covers costs incurred to prevent the production of defective products, 
including the costs of engineering analysis to improve production processes that would ensure quality 
control. Costs of equipment, raw materials, supplier training and preventive maintenance programmes 
are also included therein. 

Appraisal. Costs incurred to identify defective products including inspection, testing and 
other quality control functions belong to this category. 

Internal failures. This includes the costs of defective products that are scrapped, the costs 
required to repair, rework or upgrade the defective products, and the discounts on sales of substandard 
parts and materials. 

External failures. Costs which arise on account of deliveries of defective products are included 
in this category. It thus includes the costs of handling customer complaints and claims, warranty, and 
replacement costs, and freight and repairs of returned goods. 

These four categories, however, fail to include the costs incurred following upon disruption in 
operations due to out-of-conformance purchases and production, and the loss of sales and goodwill 
due to external failure. 

The focus of quality control today is on preventing defects, rather than identifying and correcting 
them. Management has realized the truth in the old adage: An ounce of prevention is worth a pound 
of cure. Thus cost of quality measurement can prove to be a valuable aid in performance evaluation. 

4. Personnel development. This measure gauges the effectiveness of the personnel development 
programmes of the unit. It measures the investment in human resources, the contribution of employee 
training programmes to promotion is monitored to gauge whether persons identified as promotable 
have been promoted in a timely manner. 

5. Employee attitudes. This measure attempts to assess the extent to which such needs of employees 
as safety, security, creativity, growth, belonging etc., arc met by the company. Lewis defines employees’ 
attitude as, “the disposition of the employees to discharge their duties voluntarily to the full extent 
of their ability and in the best interest of the business.’’^ It is measured by employing traditional 
measures such as labour turnover, absenteeism, tardiness, safety, etc. Periodic surveys that attempt 
to sample the attitudes of employees towards their work are also conducted. 

6. Social responsibility. Performance in the area of public responsibility and host government 
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relations assumes significance in case of MNCs as they are often attacked by host governments on 
charges of exploitation. 

MAJOR ISSUES IN PERFORMANCE EVALUATION OF FOREIGN AFFILIATES 

The major issues that need a more detailed analysis are: unit versus managerial performance, impact 
of currency fluctuations on budgeting and translation, effects of inflation, environmental problems, 
transfer pricing policy and of accounting standards on performance evaluation. 

Unit or Managerial Performance 

An important issue which arises in the evaluation of the performance of .m affiliate is whether a 
distinction is necessary between the performance of the unit and its mana^^er. Divergent views are 
prevalent in this regard. There are some corporate controllers who hold the view that the performance 
of the manager and the unit are inseparable. They contend that the operation of the unit is the 
responsibility of the manager and how the unit performs is closely associated with the evaluation of 
his performance. This approach, however, would hold good only in very restrictive conditions. The 
unit managers no doubt exercise a decisive influence on the reported results through their operating 
decisions, but one should not overlook the fact that certain extraneous considerations also have an 
important bearing on the reported performance of the subsidiary. Significant among these being 
decisions with regard to the method of transfer pricing to be adopted while transferring goods 
between subsidiaries, or the technique to be deployed for managing foreign exchange risks. Again, 
the performance of the affiliate is also greatly affected by the policies and regulations of the host 
country. For instance, regulations relating to minimum wages to be paid to the workers, regulatory 
pricing policies for the products, or the restrictions imposed on foreign exchange movements could 
have a decisive influence on the reported performance of the managers of the affiliates. 

From the above discussion it is clear that a fair assessment of the performance of managers of 
foreign affiliates calls for a distinction between the performance of the unit and its manager. Managers 
should be evaluated on the basis of the factors which are within their control and the authority to 
take necessary decisions vested in them. 

Effects of Inflation 

Evaluation of foreign affiliates is further complicated by inflation. Evaluation by the same yardstick 
of subsidiaries located in low inflation and in high inflation economies would not be appropriate. 
Inflation has an effect upon the earnings and not adjusting for it generally results in overstating the 
return on investment measured. Consequently, what looks like a good performance by managers may 
merely be the result of inflationary processes at work in the economy. An optimistic appraisal of 
performance of the unit is the outcome of the following factors: 

1. Profitability measured according to ROI is overstated as it is measured in relation to an 
inaccurately small investment base. 

2. Depreciation is understated being based on historic costs. 

3. Accumulated depreciation is not adequate to replace assets. 

Solutions to these problems are not readily formulated, the use of replacement costs for assets 
perhaps remedies them to an extent, but it creates problems of its own. Most companies, however, 
do not incorporate inflation adjustments into their performance evaluation systems. Even in extreme 
cases like Brazil where the Brazilian Corporation Law requires companies to adjust their permanent 
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assets and equity accounts for changes in general price level for domestic reporting, most US companies 
continue to make use of historic costs while evaluating their Brazilian operations.^ Some US companies, 
however, do adjust their evaluation systems to take care of the special considerations of operating 
in high inflation countries. To account for the impact of high inflation, the following adjustments are 
made: 


1. Perfonnance is assessed under FAS 52 rules for hyperinflationary economies, thereby adjusting 
translation gains and losses to current income. 

2. The budget is prepared on a forecast rate to force managers of the subsidiaries to base their 
decisions on this rate. The actual performance is, however, tracked at the ending rate. 

3. The managers of foreign affiliates are held responsible for foreign exchange gains and 
losses, but not maxi devaluations. 

4. Managers having complete control over hedging and pricing decisions are responsible for 
mini- and maxi-devaluations. 

5. The foreign subsidiary is levied a local working capital charge based on the following 
formula: accounts receivable plus inventory, minus accounts payable, and at times, the local cost of 
borrowing. This motivates managers to minimize receivables and inventory and to maximize payables. 

6. Results adjusted for local inflation are used to evaluate the subsidiaries performance. 

Currency Considerations 

Currency considerations further complicate performance evaluation in multinational corporations. In 
fact, it is one of the major issues involved, as the assessment of a foreign subsidiary's performance 
is considerably influenced by the currency framework employed. A foreign operation’s financial 
pert'ormance can be evaluated in terms of local currency (subsidiary) or home country (parent) 
currency or both. Those who advocate the use of the parent currency in measuring performance put 
forward the argument that the shareholders in the parent country, in the final analysis, are interested 
in profits expressed in their own currency rather than the currency of the subsid!?»*v. Again, it permits 
comparison with other subsidiaries of the same parent. On the other hand, the use of local currency 
is supported by those who feel that since the transactions take place in a foreign currency, adoption 
of this approach would eliminate the consideration of foreign currency translation gains and losses. 
The manager of the foreign subsidiary is, therefore, evaluated on the basis of his ability to compete 
in terms of local currency. It thus eliminates from the evaluation process an item (exchange gains 
and losses) over which the manager generally has no control. 

The currency framework employed, however, should necessarily be related to the fundamental 
question—who is responsible for exchange risks? Where the local managers are entrusted with the 
necessary tools to hedge the environmental risks, it would be logical to hold them responsible for 
exchange gains and losses and to adopt a parent currency framework. Alternatively, if the headquarter 
shoulders the responsibility of managing foreign exchange risks concerning both transaction and 
translation, the local currency framework is justified. 

Budgetary Process 

Comparison of actual versus planned financial performance in the context of the operating budget is 
the most common method of evaluating performance of foreign affiliates. It is also one of the 
principal tools used for communication in the multinational firm and helps to knit together its 
heterogeneous subunits. The complexities encountered in budgeting for overseas operations revolve 
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around exchange rate considerations. The fundamental issues involved are, which exchange rate 
should be used for budgetary planning and for reporting performance, and should managers of 
foreign affiliates be held responsible for exchange rate variances? 

Exhibit 11.1 Possible Combinations of Exchange Rates in the Control 
Process 
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Source: Donald R Lessard and Peter Lorange, Currency Changes and Management Control: Resolving 
the Centralization/Decentralization Dilemma. Accounting Review, Vol, 3, July 1977, 
p. 630 


Exchange rate combinations used in the budgetary process. Budgets do not appear out of thin 
air. The budgetary process involves a lot of organizational thinking. While preparing budgets for 
evaluating the performance of foreign subsidiaries, the management is faced with the ticklish 
question of which rate is to be made use of. This is significant because, use of different rates 
for preparing the budget and tracking the performance gives rise to a variance over and above that 
which results from price and volume changes. Generally, three possible rates can be employed 
in setting the operating budget namely 1. the actual spot rate in effect at the time the budget is 
prepared; 2. a forecast rate for the end-ofthe-budget period, also termed as ‘projected rate’; and 
3. the actual rate at the end-of-the period, if the budget is updated every time the exchange rate 
fluctuates. 

Similarly, comparable rales can be used for the purpose of monitoring actual performance in 
relation to the budget. The model developed by Professors Lessard and Lorange*^ in this regard 
points out that since three possible rates might be used for the purpose, nine combinations are 
theoretically possible. Of these nine, however, four are inherently illogical* and only five are reasonable. 
See Exhibit 11.1 for the possible combinations suggested by them. The five combinations which may 
be made use of are examined below: 

(a) Budget and monitor performance at initial spot rate-AI. Under this combination, the 
actual exchange rates prevailing at the time of setting the budget are used for comparing the results 


The shaded squares in Exhibit 11.1. 
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at the end of the period. It, therefore, amounts to evaluating the results in local currency. In other 
words, the changes in exchange rates have no effect on the evaluation of the foreign manager’s 
performance. This approach leaves little incentive for the local managers to incorporate anticipated 
exchange rate changes in their operating decisions. Take the case of a sales manager located in a 
weak currency country. If his performance is evaluated on the basis of actual cost spot rate at the 
time of sale instead of forecast rate prevailing at the time of collection of receivables, he may be 
motivated to engage in uneconomical credit sales. 

(b) Budget at actual end-of-period (updated) rate and track at end-of-period rate-E3, This 
combination suffers from the same defect as the previous one. As the same rate is used for both 
budgeting and subsequent evaluation, managers of the foreign subsidiaries are not encouraged to 
develop an exchange rate consciousness. They develop only local currency awareness. 

(c) Budget at initial rate and track at end-of-period rate-A3, In contrast to the earlier methods, 
this approach lays full responsibility of any exchange rate changes during the period on the local 
managers. This tends to make them risk-averse and consequently encourages them to engage in 
hedging actions that need not necessarily be optimal from the point of view of the corporation. 
Further, it could also lead to padding of budgets by local managers in order to absorb some of the 
impact of exchange rate fluctuations. 

(d) Budget and track performance using forecast (projected) exchange rates-P2. The same 
forecast rates are used while setting the budget as well as while evaluating performance. This approach 
reflects a local currency perspective—managers are encouraged to incorporate expected fluctuations 
in their operating plans but unplanned currency changes are excluded, these being absorbed by the 
parent company. This appears to be an equitable measure of performance evaluation as the local 
manager is neither held responsible nor credited with unexpected rate changes. 

(e) Budget at forecast rate (projected) and track at end-of-period rate-P3. This combination 
uses a forecast rate for setting the budget and the actual exchange rate prevailing at the end-of-budget 
period is used for evaluating performance. The local manager is thus not held responsible for expected 
rate changes. He is, however, accountable for the impact on performance of deviations from forecast 
rate thereby encouraging them to hedge unexpected exchange rate changes. The performance of 
managers, therefore, depends to a large extent on their ability to forecast rather than cope with 
exchange rate changes. The fact that they are responsible for the errors in forecasting would, however, 
provide the necessary incentive to adjust managerial decisions. The system may be considered equitable 
only if local mangers have significant opportunities and the latitude to adjust to exchange rate 
changes as otherwise it would encourage them to engage in speculation and redundant foreign 
exchange risk management policies. 

All the five options discussed above are employed in performance evaluation. A study by 
Demirag^* of 105 UK-based multinational companies reveals that the first approach was made use 
of by 35 per cent of the companies surveyed. The second approach i.e. budget at actual end-of-period 
(updated) rate and track at end-of-period rate was the least popular as it was being employed by only 
one of the MNCs studied. The budget at initial rate and track at end-of-period rate was used by 8.2 
per cent of the companies. The approach using forecast exchange rates for budgeting and tracking 
performance was fairly popular being employed by 31.7 per cent of the concerns. The last approach 
of budgeting at projected rate and evaluating at end-of-period was followed by about 15 MNCs. 
Similarly, the study by Persen and Lessig referred to earlier, which examined methods of performance 
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evaluation adopted by US-based MNCs indicated that of the 125 MNCs surveyed, 25 per cent used 
actual exchange rates end-of-period through continuous updating for preparation of budgets and 
6 pei cent used other rates for determining budgets. In tracking actual performance relative to budget, 
13 per cent of the MNCs used actual rates, 19 per cent used projected rates at the time of establishing 
the budget, 50 per cent used the actual rates at the end-of-budget-period, and 17 per cent used some 
other rate—either an average or a combination of rates. 

Having discussed the different practices prevailing, the basic question is —which option would 
be the most appropriate for evaluating managerial performance? Different options would have a 
different impact on the manager’s performance as is evident from the follo>Aing illustration: 

Where LC stands for local currency (currency of the subsidiary compaiiy). The projected rate 
of exchange being £ 0.50 = LC 1. 

Budgeted earnings in local currency = 4(X),(XX) 


Budgeted earnings in pounds = 2(X),(XX) 

Actual earnings in local currency = 500,(XX) 

Actual earnings in pounds = 125,(X)0 

Actual end-of-period rate £ 0.25 = LC 1 


If the budget and track performance using projected exchange rate are adopted, the manager 
appears to have performed well as the earnings are £ 250,000 or £ 50,000 above the budget while 
if the budget at projected rate and result at end-of-period rate approach is used to monitor performance 
there is a negative variance of £ 75,(XX),* In other words, the manager has not performed well. This 
issue would be examined using the criteria of goal congruence and controllability. 

(a) Goal congruence—the parent currency perspective. The parent company’s headquarter 
management is primarily concerned with earnings and return on invested capital as translated into the 
parent’s currency. From a perspective of goal congruence, therefore, the parent company would 
prefer to budget in terms of projected exchange rate at the end-of-period, as this would be most 
reflective of the interests of the parent company. Similarly, the parent would have results reported 
in terms of actual exchange rates at the end-of-period since it would reflect the actual translated sums 
received by the parent. 

(b) Cbntrollability—the affiliate currency perspective. The notion of controllability is an 
important consideration in constructing a managerial accounting system for performance evaluation 
purposes.*^ Applying the criteria of controllability it is clear that exchange rate fluctuations are not 
controllable by local management but the question that needs to be answered is, can the management 
of the subsidiary exert adequate influence over the internal variables to mitigate the net effect of the 
fluctuations in exchange rate on the earnings that are translated into parent currency? 

The local management may, for instance, manipulate its credit policy so as not to offer extended 
credit to customers in the local currency if it appears weak and there exists a possibility of devaluation. 
Similarly, it may minimize exchange rate fluctuations by changing liquid funds into stronger currencies. 
While dealing with suppliers, purchases could be negotiated in advance local currency to protect 
against devaluation. TTie effect of all these measures taken by the local management would be 
reflected in the income statement only, as they are transaction effects. To mitigate the effects of 
currency devaluation on the balance sheet items is the more difficult task for the local manager. The 

* Budgeted earnings in pounds 200,000 - Actual earnings in pounds, using end-of-period rate 125,000 
= £ 75,000. 
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local management is not in a position to iniluence these so-called translation effect unless it has 
control over its capital structure. 

As regards the appropriate exchange rate to be used for budgeting and evaluating the performance 
of a local affiliate, most of the discussion in the literature seems to favour the budget and track 
performance using projected exchange rate approach. Under the first two approaches i.e. A1 and E3, 
exchange changes have no effect on the evaluation of the subsidiary manager’s performance. The 
third combination of budgeting at actual rate and monitoring at end-of-period rate is too harsh on 
local managers as it lays full responsibility of any exchange rate changes on them. The choice, 
therefore, lies between the last two approaches. The use of projected rates in both budgeting and 
tracking performance encourages managers to factor the effects of expected exchange rate movements 
into their operating decisions. Such actions arc congruent with corporate objectives vis-a-vis expected 
rate changes. It also shields them against unanticipated exchange rate changes which are beyond their 
control. While evaluating managerial performance, however, the currency framework employed is 
necessarily related to who is held accountable for exchange risks and to what extent he is given the 
necessary tools to hedge the environmental risks. When local managers possess the authority to 
hedge exchange risks with some oversight function assumed by the corporate treasury, the format of 
projected rates for budgeting and actual ending rate for performance evaluation is more appropriate. 
The use of projected rate in setting the budget encourages the managers to incorporate into the 
operating plans for the budget period the effect of anticipated fluctuations in exchange 
rates. On the other hand, holding the managers accountable for unexpected rate changes encourages 
them to respond to exchange rate movements by deliberately deviating from original forces 
assuming, of course, that they possess the required authority. This approach is particularly useful in 
cases where local operating plans can be changed to accommodate unanticipated currency 
developments. 

Transfer Pricing 

The issue of transfer pricing has already been discussed in detail in the preceding chapter. Market- 
based transfer prices are consistent with the decentralized profit centre orientation. It facilitates 
evaluation of performance of divisions and managers. As one moves to the international level, the 
transfer pricing issue is coloured by international considerations such as minimization of taxes, 
circumventing of controls, reducing risks, etc. Transfer pricing policies designed to achieve any of 
these objectives produce aberrations in the multinational control system. For instance, where low 
transfer prices are set to siphon profits from a subsidiary domiciled in a high tax country, it would 
result in inequitable performance measures leading to a conflict between goals of the enterprise and 
the subsidiary. A possible solution to this problem could be the maintenance of two sets of books, 
that would enable the management to distinguish between performance for tax purposes and for 
control purposes. In practice, however, the headquarters management, generally overlooks this 
consideration while evaluating subsidiary performance. The dual pricing system, though corrective is 
usually not adopted by MNCs on account of the cost and time involved in setting up and administering 
such a system. 

Environmental Factors 

The environmental characteristics of a particular country also have an important bearing on the 
performance of the subsidiary and ought to be taken into consideration while evaluating it. The host 
governments may interfere with the operations of a foreign subsidiary in several ways. To give a few 
examples: restrictions may be placed upon the entry of foreign managerial and technical personnel. 



FKRFORMANCt: EVALUATION 


279 


upon the import of raw materials and supplies, domestic consumers might be encouraged to boycott 
products of a foreign subsidiary or new exchange controls blocking the How of funds may be 
imposed. Besides this sort of specific interference policy, other environmentaJ factors which influence 
the performance of subsidiaries are: price controls imposed by the government, requirements of 
minimum capitalization ratios, customs that require profit sharing with workers and variations 
in work ethics or labour productivity. These factors need to be consid<.red when evaluating a 
foreign subsidiary, though they are rarely taken into account by the headviuarlers management in 
doing so. 

Accounting Regulations 

Financial accounting provides the database upon which control systems aie built. It is, therefore, 
reasonable to expect that accounting regulations will have a significant impa ct upon the performance 
evaluation system. For instance, accounting regulations with regard to provision for depreciation or 
revenue recognition, treatment of exchange gains or losses, will exercise a ilecisive influence on the 
reported profits. An evaluation system that does not discount for the differences in accounting 
principles and practices of the host country of the subsidiary would not be fair to the manager of the 
subsidiary. 

SUMMARY 

Thus while devising an effective pertbnnance evaluation system for foreign affiliates, a host of 
complicated international variables such as exchange rate volatility, foreign inflation, transfer pricing, 
environmental factors, accounting regulations etc., need to be taken into consideration. The performance 
evaluation system ought to reflect the specific nature of a foreign operation and be consistent with 
foreign objectives in relation to overall corporate goals. In practice, however, many of these 
considerations are not given their due weightage for pragmatic reasons. 

REVIEW QUESTIONS 

1. “Devising an effective system for monitoring the performance of domestic operations is a rather 
complex issue, but the measurement of overseas operations is rendered more complex on account 
of complicating international variables.” Comment bringing out the factors which complicate the 
issue in the international milieu. 

2. Discuss the criteria generally used by MNCs in evaluating the performance of their foreign 
affiliates. 

3. “Financial criteria alone are inadequate in designing an evaluation system for foreign subsidiaries. 
Certain non-financial measures should also be kept in mind.” Discuss. 

4. Should the manager’s and the unit’s performance be looked upon as one and the same? Explain 
your position. 

5. The following remarks were made by the financial vice president of a Japanese multinational 
with regard to its Brazilian subsidiary: “I do not object to evaluating the Brazil subsidiary in their 
local currency but what I fail to understand is why they keep needing more money, inflation 
always seems to drive profits up, then why can’t they finance themselves, instead of demanding 
more yen every six months. Something seems to be wrong with the management.,” Comment on 
the vice president’s remarks. 
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6 . How do exchange rates complicate performance evaluation techniques for a foreign subsidiary? 

7. What are the exchange rate combinations that may be made use of in preparing budgets for 
evaluating the p)erformance of foreign subsidiaries? Which rale would you consider appropriate 
and why? 

8 . Besides exchange rates, what other factors complicate performance evaluation of a foreign 
subsidiary? Examine the problems involved in comparing two subsidiaries situated in two different 
countries. 

9. “Evaluation of subsidiaries located in low inflation and high inflation areas with the same 
yardstick would not be appropriate.” Comment. What adjustments do some companies make to 
factor the impact of high inflation? 

10. Newman and Fewman are two subsidiaries of Zenith International. Newman is the manufacturing 
subsidiary and is situated in a high-tax country. Fewman the selling subsidiary, on the other 
hand, is located in a low-tax country. In order to minimize its global tax liability. Zenith 
International has devised a policy of transfer pricing low so as to siphon off profits to the low- 
tax country. This transfer price is also used for assessing the performance of the subsidiaries. The 
manager of Newman is unhappy and feels that the transfer pricing policy is unfair to him, but 
the multinational is not interested in paying more taxes. Suggest a solution to the problem which 
would satisfy the manager of Newman and at the same time have no adverse impact on the global 
tax liability of the multinational. 

11. Case 

The Sunshine Engineering and Automobile Corporation (SEACO) was established in India 
in 1975. Initially, the company concentrated on the manufacture of engineering goods meant 
for the domestic market. In 1980, however, the company diversified and took on the manufacture 
of cars and computer software. Encouraged by the government’s policy to boost exports, the 
company also stepped into the international market. To consolidate its position in marketing 
software in Australia, the company established a wholly owned subsidiary there in 1985. 
Similarly, a 60 per cent subsidiary was set up in New York in 1987. The company has also 
been successfully exporting cars to Bangladesh. However, in 1991-92 the Bangladesh 
government in an effort to encourage indigeneous production revised its custom duty structure, 
as a consequence completely built-up (CBU) vehicles attract duty at 95 per cent whereas 
components in completely knocked down (CKD) condition arc charged only about 28 per cent 
duty. To sustain the company’s exports to the Bangladesh market and ensure its growth, it was 
necessary for the company to have its vehicles assembled there. Accordingly, in 1991 itself, the 
company agreed to participate in operating an assembly plant in Bangladesh in collaboration 
with STAR Ltd., a company experienced in the manufacture of trucks, cars, pickups etc. 
SEACO contributed 60 per cent of the equity of STAR. With this arrangement the company 
hoped not only to maintain its existing share of the Bangladesh market, but also significantly 
improve on it. However, as a consequence of the demolition of the Babri Masjid and certain 
irritants in the cordial neighbourly relations e.g. the repatriation of Chakma refugees, the 
company reported a loss in the first two years of its incorporation. The loss, however, declined 
in the second year due to the efforts of the management. The company is at present assessing 
the performance of its subsidiaries on the basis of the return on investment (ROI). The rate of 
exchange was Taka 1= .78 Re at the beginning of the year and Taka 1 = .68 Re at the end of 
the year. 
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Required 

(a) Do you believe that the company should adopt the same criteria for evaluating the performance 
of the three subsidiaries? 

(b) How do you propose the Bangladesh Subsidiary’s performance should be evaluated? How would 
changes in the exchange rate effect the evaluation? 

(c) Do you believe that the manager’s compensation should be contingent upon the subsidiary’s 
performance? Explain your position. 
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Chapter 12 


Foreign Exchange Risk Management 


INTRODUCTION 

Risk is an inherent fact of business. There is hardly any business activity which can be guaranteed 
to produce risk-free profits. However, when a corporation ventures into the international milieu it is 
faced with new dimensions of risk. In addition to the risk of loss from expropriation or freezing of 
assets and earnings in a foreign country, which is a political risk, there is a regulatory risk involved 
in that accounting procedures and fiscal policies may be altered across borders. Also, changes in the 
relative inflation rates of a foreign country would have an impact on long-term contracts with 
suppliers or purchasers of that country. This is an economic risk. Last, but not the least, is their 
exposure to greater financial risks. These risks relate to fluctuations in exchange and interest rates. 
Exchange rate risks arise because international operations are conducted in an environment in which 
there is no universal currency or common-unit of account. Consequently, operations are usually 
denominated in currencies other than the domestic currency. 

Late 1971 witnessed the abrupt end of the Breton Woods system resulting in a switch over from 
fixed to floating exchange rates. After the collapse of the IMF regulated fixed exchange rate system, 
central banks ceased to be under any contractual obligation to maintain a particular external value 
for their currencies, thus introducing an element of volatility in exchange rates. As a result, the early 
1970 witnessed a turmoil and instability in international currency markets bringing about violent 
fluctuations in currency relationships. These may now fluctuate not only daily, but hourly and often 
even by the minute. Managing risk in a scenario of floating exchange rates is probably the most 
challenging area of opportunity and responsibility for the corporate controller. The other financial 
risk relates to fluctuations in interest rates. External borrowings are on the increase and it is difficult 
to arrange such borrowings on a fixed interest rate basis. A sharp rise in interest rates can have an 
adverse impact on cash flow budgets, current profitability of a project, and may even disrupt the day- 
to-day operations of the organization. Hence, a systematic management of the risk of loss from 
exchange and interest rate movements is of primary importance to companies involved in international 
operations. In this chapter we focus on the type of exposures, their measurement, the strategies and 
techniques for risk management and the Indian scenario in this regard. 

DEFINITION OF EXPOSURE AND RISK 

An asset, liability or income stream is said to be exposed to exchange risk when movement in a 
currency has an effect on its home or parent currency value. The IFAC Exposure Draft, ED 3 on, 
“Foreign Currency Exposure and Risk Management** defines exposure as the extent to which 
transactions, assets and liabilities of an enterprise are denominated in currencies other than the 
reporting currency of the enterprise itself.* 

Foreign currency risk on the other hand, has been defined by the same ED as the net potential 
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gains or losses which can arise from exchange rate changes to the foreign currency exposures of an 
enterprise. The element of uncertainty gives rise to the risk. Thus, an enterprise which conducts and 
denominates its activity in a foreign currency or which operates in a foreign market has a currency 
exposure. The risk such an enterprise faces is, that fluctuations in the exchange rate between the 
home and foreign currency will affect the cash flows, profitability and even solvency of an enterprise. 
The magnitude of risk would be influenced by the number of currencies and the time period involved. 
The impact of exchange rate fluctuations can be large enough to render an otherwise profitable 
transaction unprofitable, on realization. Conversely, a potential unprofitable transaction may end up 
making a gain on account of exchange rate movements in the opposite direction. The risks of trading, 
investing and financing internationally are not new but have assumed new dimensions on account of 
the demise of the international monetary system of quasi-fixed exchange rates that prevailed until 
March 1973, which has been replaced by a chaotic system of floating exchange rates, resulting in 
heightened volatility in currency prices. 

The corporate controller, particularly of multinational corporations has become aware of the 
fact that volatile currency markets present both opportunities and risks to companies. Consequently, 
foreign exchange risk management (PERM) has assumed predominance in many corporations. It is 
an aspect of management which no enterprise can afford to ignore, as there are risks that must be 
minimized and opportunities which could be exploited. The corporate treasurer can be caught in an 
unenviable position when it comes to foreign exchange risk management, one moment he may get 
a pat on the back for protecting the company from foreign currency risks over a five year period, but 
the next moment he may be questioned for not having seized an opportunity to benefit from the 
weakening of the dollar against other currencies. According to Tim Bridges, exposure management 
is frequently an area of conflict between ♦he need to protect a company from adverse changes in 
exchange rates and the desire to profit from beneficial changes.^ 

The present global financial environment no longer permits a passive approach to exposure 
management. The increasing volatility in the global foreign exchange markets has led to the emergence 
of a new discipline which some authorities term as financial engineering. Financial engineering 
assists not only in the identification of the risks, but also focuses on a variety of innovative tools for 
protection against these risks. 

INTERPRETATIONS OF EXPOSURE 

The first fundamental issue a corporate exposure management strategy should address itself to is the 
interpretation of exposure the company ought to be concerned with. Often, it has to deal with more 
than one type of exposure. There are wide differences between the various exposure concepts which 
include translation, transaction and economic exposure. 

Translation Exposure 

This is also termed as accounting exposure. Multinational corporations are generally required to 
consolidate the financial statements of their subsidiaries with those of the parent company operations. 
This entails translation (restatement) of the items in the subsidiary's financial statement to the reporting 
currency of the parent. As previously examined in Chapter 4, items in the subsidiary’s financial 
statements may be translated using historic or current rates. Assets and liabilities are considered 
exposed in the accounting sense when they are translated at the current rate of exchange i.e. the rate 
prevailing at the balance sheet date, the reason being that even when the value of such items is fixed 
in terms of the foreign subsidiary currency, the translated value in terms of the parent currency will 
change from year to year if the exchange rate of the subsidiary country’s currency changes vis-a-vis 
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the parent currency. On the other hand, an item is deemed to be unexposed if it is translated at the 
historic rate of exchange i.e. the rate that prevailed at the date of acquisition of the asset or incurring 
of the liability. 

Translation exposure is measured by finding the difference between a firm’s exposed currency 
assets and liabilities. When the exposed assets of a subsidiary exceed its exposed liabilities there is 
a ‘positive’ exposure. This is also known as an asset exposure, or ‘long’ exposure. In such situations 
the subsidiary is susceptible to translation losses when the foreign currency declines in value and 
translation gains when the foreign currency is revalued. The situation is reversed in case of a negative 
exposure i.e. when exposed assets are less than exposed liabilities. A negative exposure is also 
termed as a ‘liability exposure’ or a ‘short’ exposure (see Figure 12.1). 

TRANSLATION EXPOSURE 


1 

Positive or assets exposure 

Negative or liabilities exposure 

Exposed assets > 

1 

Exposed liabilities 

Exposed assets < 

Exposed liabilities 

when f.c. 

when f.c. 

when f.c. 

when f.c. 

devalues 

revalues 

1 

devalues 

1 

revalues 

1 

1 

result 

1 

1 

result 

1 

1 

result 

1 

1 

result 

1 

V 

Translation loss 

V 

Translation gain 

Translation gain 

V 

Translation loss 


where f.c. stands for foreign currency, > for greater than, and < for less than 


Fig. 12.1 Translation exposure and its effects. 

Translation loss is thus largely determined by accounting standards and practices. For instance, 
the management of translation-based exposures reached its peak in the United States when SFAS 8 
was operative. The standard provided for translation of all monetary assets and liabilities on the 
balance sheet at the current rate and the non-monetary items at the historic rate. The standard further 
provided that the resulting gains and losses be shown in current income. Such inclusion introduced 
a random element to earnings resulting in significant earning variations as a consequence of fluctuations 
in exchange rates. This was obviously not acceptable to the MNCs as it had a negative impact on 
the market price of their shares. In such cases one of the objectives of PERM was to eliminate undue 
fluctuations in reported earnings caused by translation gains or losses. The techniques for doing so 
have been examined later in the chs^ter. Thus the accounting measures of exposure will vary depending 
upon the method of translation adopted. The major translation options available have already been 
examined in Chapter 4. The impact of the use of different methods of translation on exposure and 
gains or losses is illustrated by a simple example. The balance sheet of a hypothetical British 
subsidiary of an Indian multinational is given below. Assume that the exchange rate on 31-12-92 was 
Rs 45 = 1 £, and on 31-12-93 it was Rs 50= 1 £. The net worth of the company on 31-12-92 was 
Rs 45,000 or £ 1,000. 
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Exhibit 12.1 Balance Sheet of British Subsidiary as on 31-12-1993 



£ 

Fixed assets 

Plant 

1,000 

Current assets 

Inventory* 

2,000 

Debtors 

2,000 

Total assets 

5,000 

Long-term liabilities 

3,000 

Current liabilities 

1,000 

Total liabilities 

4,000 

Shareholders’ equity 

1,000 

Total 

5,000 


* Valued at market price. 

Explanation of gain or loss on translation. An analysis of the balance sheet translated under 
different methods of translation gives startling results (see Exhibit 12.2). There is a wide variation 
in the impact of translation, from a loss of Rs 10,(XX) under the monetary/non-monetary method to 
a gain of Rs 15,000 under the current/noncurrent method. The different methods consider different 
items of the balance sheet exposed to risk. Under the current rate method, the total assets and 
liabilities are deemed to be exposed to foreign exchange risk. Since the exposed assets exceed the 

Exhibit 12.2 Translated Balance Sheet of British Subsidiary as on 31-12-1993 


Balance Current/non- Monetary/non¬ 
sheet Current rate current monetary Temporal 



Translated 

Translated 

Translated 

Translated 

£ 

E.R. value E.R. 

value 

E.R. value 

E.R. value 


Fixed assets 



Rs 


Rs 


Rs 


Rs 

Plant 

1,000 

1=50 

50,000 

1=45 

45,000 

1=45 

45,000 

1=45 

45,000 

Inventory* 

2,000 

1=50 

100,000 

1=50 

100,000 

1=45 

90,000 

1=50 

100,000 

Debtors 

2,000 

1=50 

100,000 

1=50 

100,000 

1=50 

100.000 

1=50 

100,000 

Total Assets 

5,000 


250,000 


245,000 


235,000 


245,000 

Long-term liabilities 

3,000 

1=50 

150,000 

1=46 

135,000 

1=50 

150,000 

1=50 

150,000 

Current liabilities 

1,000 

1=50 

50,000 

1=50 

50,000 

1=50 

50,000 

1=50 

50,000 

Total liabilities 

4,000 


200,000 


185,000 


200,000 


200,000 

Shareholders equity 

1,000 


50,000 


60,000 


35,000 


45,000 

Total 

5,000 


250.000 


245,000 


235,000 


245,000 

Accounting 










exposure in £ 



1,000 


3,000 


(2,000) 


0 

Translation gain (Loss) 


5,000 


1^,000 


(10,000) 


0 


E.R. s Exchange rate 
Inventory valued at market price 
Hietorical rate s 1 £ s Rs 45 
Current rate s 1 £ s Rs 50 
Value of shareholders equity on 31.12.92 s Rs 45,000 
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exposed liabilities, the net exposure is positive. At the beginning of the year 1993, 1£ was worth 
Rs 45 and at the end of the year it was worth Rs 50, hence the holding company will record a gain of 
Rs 5 for every pound of the net exposed asset position (see Exhibit 12.3). Under the current/noncurrent 
method, only current assets and liabilities are considered to be exposed to risk. The noncurrent assets 
and liabilities are translated at historical rates. Consequently, the net positive exposed position is 
higher under this method, resulting in larger translation gains to the tune of Rs 15,000. The monetary/ 
non-monetary approach assumes only monetary items to be exposed, the non-monetary items being 
translated using the historic rate. Since the monetary liabilities exceed the monetary assets there is 
a negative exposure resulting in a translation loss of Rs 10,000. Exposure under the temporal method 
depends on the basis of valuation. If they are valued on a historical cost basis they are deemed to 
be unexposed. Since the net exposure position is zero there is no gain or loss on translation. 

Exhibit 12.3 Explanation of Gains and Losses on Translation 


Translation 

method 

Assets/liabilities 
exposed to risk 

Gain/loss per 
Net exposure £ of net assets 
£ Rs 

Net gain/loss 
Rs 

Current rate 

All assets/liabilities 

+ 1,000 

5/- 

5,000 

Current/non current 

Current assets/liabilities 

+ 3,000 

5/- 

15,000 

Monetary/non-monetary 

Monetary assets/liabilities 

(2,000) 

5/- 

(10,000) 

Temporal 

Monetary + non-monetary 
items valued at other than 
historical cost 

0 

5/- 

0 


In the above illustration, the exchange risk exposures were arrived at on the presumption that 
the subsidiary’s transactions were conducted in one currency only. In practice, however, in foreign 
operations the transactions are generally in more than one currency. This necessitates the preparation 
of multi-currency exposure reports to depict the multi-currency dimensions of exchange risk. The 
exposed assets (i.e, receivables) and liabilities (i.e. short-term payables and long-term debt) are 
segregated according to the currency of denomination. Multi-currency exposure reports are more 
informative and useful as compared to single currency exposure reports, which merely disclose the 
sum of exposure. Information regarding the break up of the different currencies in the total exposed 
amount is important for proper foreign exchange risk management because different currencies generally 
have differing exchange risks. 

Multi-currency exposure reports are particularly useful in case of centralized exposure 
management. They enable the parent company to aggregate and analyze on a continuous basis its 
global translation exposure of different national currencies. Even in the case of decentralized exposure 

management where the responsibility vests with local managers, multi-currency exposure reports 
assist in avoiding activities that would prove to be dysfunctional from the point of view of the 
corporation as a whole. For instance, the manager of a French multinational takes steps to eliminate 
a positive exposure not being aware of the fact that his German counterpart may be undertaking the 
same exercise in the same currency for an equal amount to bring about positive exposure. It should 
be noted, however, that translation gains and losses involve no cash flow until the assets or liabilities 
are settled or liquidated wholly or in pan. 

Transaction Exposure 

Transaction exposure, also known as conversion exposure, refers to the risk associated with settlement 
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of transactions denominated in foreign currency. Thus when a firm has a foreign currency denominated 
payable or receivable, investment or loan, a change in the value of that foreign currency will alter 
the amount of total currency to be paid or received. Hence where an exposure exists the manager 
must be alert to the fact that any change in the currency rates between the time the transaction is 
initiated and the time it is settled will most likely alter the originally perceived financial result of the 
transaction. The conversion gain or loss is the difference between the actual cash flow in domestic 
currency and the cash flow as calculated at the time the transaction was initiated. For example, if an 
Indian businessman has a receivable for one million US dollars, due three months hence and if in 
the meantime the US dollar appreciates in relation to the Indian rupee, a cash gain accrues for the 
exporter. On the other hand, if the dollar depreciates as against the rupee, the exporter suffers a cash 
loss. 

A similar multi-currency exposure report can also be prepared to capiure the multi-currency 
dimension of transaction risks. The two would, however, differ in certain resiiects. The first point of 
difference relates to the perspective in which the report is viewed. While a transaction exposure 
report is viewed from the perspective of the foreign operation, the translation exposure report is 
viewed from the perspective of the parent company. Secondly, the transaction exposure report includes 
items such as future purchase and sales commitments that generally do not appear in the body of 
conventional financial statements as they are executory in nature, but they give rise to transaction 
gains and losses. Similarly, the transaction report excludes items that do not directly relate to the 
foreign currency transaction. 

Economic Exposure 

Economic exposure is very broad in scope and is concerned with the effect of currency 
movements on the future cash flows produced by foreign operations. It affects a multinational 
primarily by changing its competitive capability profile across its various markets and products. As 
Srinivasulu observes, the essence of economic exposure is that currency changes alter the cost of a 
firm’s inputs on the price of its output, thereby shifting the locus of a multinational corporation’s 
relative competitive strength across its many product/market segments.^ Thus, though transaction 
and economic exposures are associated with actual or potential cash flow changes, the former is 
specific while the latter relates to the entire investment. The fundamental difference between the two 
is that in transaction exposure there is one element of uncertainty i.e. with regard to the future 
exchange rate the value of the cash flow in foreign currency is known in advance and the uncertainty 
lies only with regard to its domestic currency equivalent. In economic exposure on the other 
hand, there is more than one element of uncertainty. Not only is the exchange rate uncertain, even 
the value of cash flow in terms of foreign currency is not definite. The change in exchange 
rate influences costs, prices and sales volume, Uiereby influencing the foreign currency cash 
flow. Thus, economic exposure refers to the possibility that the value of the enterprise, defined 
as the net present value of the future after-tax cash flows, will change when exchange rales 
change. 

Computation of net present value of subsidiary. Theoretically, the value of an asset is 
represented by the net present value (NPV) of the future net cash flows which the asset is expected 
to produce. While valuing foreign assets the NPV of cash flows needs to be translated into the 
currency of the parent company at some rate of exchange. The NPV of a foreign subsidiary would, 
therefore, be: 
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NPVo 


(l+d)' 


where 


NPV = Net present value in terms of the parent currency, 

7 = Cash inflows denominated in local currency of foreign subsidiary, 

O = Cash outflows denominated in local currency of foreign subsidiary, 
d = Discount rate i.e. the rate of return required by the parent company for its investment 
in the foreign subsidiary, 

ER = Exchange rate prevailing between parent currency and currency of foreign subsidiary, 
t = period t 

n = the last period in which cash flows are expected. 


Economic exposure is that component of a firm’s value (future cash flows) which is related to the 
future exchange rate scenario. Fluctuations in the exchange rate of the foreign subsidiary’s currency 
will have a dual impact; not only will they affect the rate at which future local currency cash flows 
are transformed into the parent currency but will also affect the quantum and timing of these flows. 
Economic evaluation of exchange risk, therefore, addresses itself to estimating the effects of currency 
movements on future local currency cash inflows (sales revenues) and cash outflows (physical inputs 
and financing costs). The effects need to be elaborated further. 


(a) Cash inflows. Cash inflows are primarily an outcome of sales revenue. Change in the 
subsidiary country’s exchange rate may have a two-fold effect on the subsidiary’s sales revenues 
namely market size effect i.e. it may reduce or increase the size of the market in which the subsidiary 
sells its output and, market share effect i.e. it may change the share of the market held by the 
subsidiary. The market characteristics of the subsidiary will determine the incidence and direction of 
these effects. Walker categorises these market characteristics into the export sector, the import 
competing sector of the domestic market and the ‘puie’ domestic market."* 

In the export sector, devaluation of the foreign subsidiary’s currency will have an insignificant 
effect on the market size but a favourable impact on the market share. The subsidiary may either resort 
to a reduction in its foreign currency selling price leading presumably to a higher sales volume or 
maintain the foreign currency intact thereby increasing the local currency revenue per unit of an 
unchanged volume of sale. In either case, the local currency export revenues should benefit as a 
consequence of devaluation. 

The market share effect will also be favourable in the import-competing sector of the domestic 
market, as devaluation will increase the competitiveness of local goods. Consequently, subsidiaries 
that sell goods competing with imports in the domestic market ought to earn increased revenues 
unless overseas exporters are prepared to suffer a fall in revenue denominated in their own currencies. 
In the shortrun, therefore, devaluation would lead to an increase in the local currency price of 
imported goods. The situation may change in the long run as the foreign suppliers may move their 
production facilities to devaluation-prone markets. Thus, foreign subsidiaries domiciled in the import- 
competing sector of the domestic market will stand to gain as a consequence of increased sales 
volume and/or higher profit margins. The effect of devaluation on domestic income would be positive 
because of the foreign trade multiplier. Real income would, however, be reduced on account of rising 
price of imports and import competing goods in the devaluing country. Besides, devaluation is 
generally accompanied by deflationary measures which have a dampening effect on domestic demand. 
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Thus, the adverse effect on the total size of the domestic market would partly offset the favourable 
market share effects of a devaluation. Foreign subsidiaries operating in the pure domestic market are 
the most likely losers consequential to devaluation as in their case there are no favourable market 
share effects to offset the probable adverse effect on domestic income. 

(b) Cash outflows. Cash outflows arise mainly on account of physical input costs and financing 
costs. The physical sector is normally comprised of costs relating to raw materials, labour and plant 
etc. The financial sector on the other hand, would include working capital requirements 
and borrowing costs. A detailed analysis of the impact of devaluation on these two sectors is necessary. 

Most companies operating in the devaluing country will experience an increase in the local 
currency cost of its physical inputs. For analytical purposes Shapiro has proposed a threefold 
classification of the production function into imported, traded domestic and non u*aded domestic inputs.^ 
The companies that would be hardest hit by devaluation would be the ones which import a large 
proportion of their inputs. The cost of the inputs will rise by the full extent of devaluation unless 
overseas suppliers are compelled to absorb part of the cost increase due to competition from domestic 
suppliers. As regards domestic inputs, the cost of non-traded inputs would not be affected by 
devaluation. In case of domestic traded inputs, expansion in the export and import competing sectors 
will force up factor prices. 

In the financial sector, the impact of devaluation would be twofold: it will influence not only 
the cost of borrowing but the working capital requirements also. Increased sales revenue and input 
costs would necessitate larger cash and inventory balances. Besides, the customer’s credit needs will 
also generally be larger. The overall impact would be the need for additional working capital. The 
currency denomination of the company’s liability structure will largely determine the effect on 
borrowing costs. Consequent to devaluation, the effective interest rates of foreign currency 
denominated loans will increase. Domestic interest rates would also rise if inflationary pressures 
exist. Thus, except for the company’s existing fixed rate domestic debt, the interest costs of all other 
borrowings are expected to increase as a consequence of devaluation. 

An analysis of the expected future local currency cash inflows and outflows will reveal what 
is termed as the quantity effect of devaluation. The cash flow analysis would be incomplete without 
incorporating the price effect, i.e, the effect of translating the subsidiary’s adjusted net local currency 
cash flow to the parent currency at the new exchange rate. The parent company will benefit as a result 
of devaluation when the price effect (loss on translation at the new rate) is more than offset by the 
quantity effect (improvement in local currency cash flows). In the converse situation, efforts will 
have to be made to neutralize the exposure. 

Measurement of cash flow exposure. This is a stupendous task faced by the managers. There are 
generally three approaches to its quantification. The narrow approach takes into account only the 
actual cash flows which are to be transferred between the subsidiary and the parent company over 
the exposure period. It thus excludes the foreign subsidiary cash flows which are generated but not 
repatriated during the exposure period. The transfers gener^ly comprise intercompany trade payments, 
dividends and other flows such as management fees etc. This is a very restricted approach though 
it is simple and easy to calculate. 

The second approach focuses on the parent currency value of available net cash flow produced 
by each unit. The term ^available’ denotes the extent to which it can be used by the parent. Availability 
is basically determined by the local exchange control and borrowing capacity. The net cash flow of 
each subsidiary may either be a surplus or a deficit. Where it is a surplus, utilization may take the 
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form of intercompany debt servicing, trade flows, dividends, royalties, managerial fees etc. For deficit 
units, parent company funding generally takes the form of loans or increased equity participation. 

The third approach is a broad approach and covers total net cash flows produced by the foreign 
subsidiary over the exposure period, irrespective of the fact that they are planned to be transferred 
or are available for remittance to the parent. Whatever approach is adopted, the measurement of cash 
flow exposure necessitates an evaluation of the effects of currency movements on the parent currency 
value of each unit’s projected cash flows. To illustrate: suppose there is a Japanese subsidiary of a 
US parent company. Again, assume the subsidiary currency i.e. the yen appreciates. The effect will 
be an increase in terms of the parent currency (i.e. US dollars) of the following cash flows: 

— Local (Japanese) sales receipts and yen-invoiced export receipts; 

— Local payments for inventory and yen-invoiced import payments; 

— Local payments for selling, general administration and financing costs; 

— Local tax payments, adjusted for the foreign exchange loss on foreign currency (non-yen) 
cash inflows and the foreign exchange gains on foreign currency cash outflows. 

After the projected flows have been isolated and quantified for the exposure period it is possible 
to calculate the cash flow exposure by applying alternative exchange rate scenarios to the basic formula. 

Comparison of Accounting and Economic Exposure Concepts 

Accounting exposure is a static concept as it refers to a particular point of time, i.e. the date on which 
the financial statements are prepared. Economic exposure on the other hand, is a dynamic concept 
as it refers to the future cash flows produced by foreign operations. Again, accounting exposure is 
retrospective, it is measurement of events before and upto the date of preparation of financial statements. 
Also, its basis is the historic value of assets and liabilities and hence easy to compute. Economic 
exposure on the other hand is prospective, it measures changes in future cash flows arising on account 
of change in exchange rates and the basis is the market value of assets and liabilities and is difficult to 
compute as effects of an exchange rate change will be reflected in successive future income statements. 

The focus of the two is also different; whereas economic exposure focuses on future cash flows 
and their variability, accounting exposure restricts itself to current reported income. Again, since 
accounting exposure is based on financial statements it does not consider exposure of contracts not 
appearing on the balance sheet e.g. leases, particularly in India, which are taken care of under 
economic exposure. 

The management of the two exposures also differs; while management of economic exposure 
requires long-term planning as it essentially involves the optimal choice of products, markets, and 
services for the firm, accounting exposure can be managed by internal techniques and some external 
techniques. 

OBJECTIVES OF RISK MANAGEMENT 

The objectives of foreign currency risk management would be threefold, synonymous with the type 
of exposure. These may be: 

1. Preservation of the reporting enterprise’s book value of global investments. 

2. Avoidance of exchange losses on contractual receipts and payments denominated in foreign 
currencies. 

3. Protection of future foreign currency cash flows in terms of the reporting currency. 
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In earlier years, the objective of PERM laid stress on protection against loss and was thus 
defensive. It was considered as a means of insurance against decline in cash flows both present and 
potential. As is reflected in the remark by Evans. Taylor and Holzman, 

PERM is not usually treated as a way for multinationals to make money but rather as a way to 

protect the funds they already have or can expect to possess in the near future.^ 

In recent times, however, many corporations consider the objectives ^ f a PERM programme 
to be protection by managing the risk and more importantly, maximizing prof its by responding to the 
risk. Exposure is seen as an opportunity to make a gain. 

ORGANIZATION STRUCTURE 

Enterprises differ in their management philosophies, operating styles and skills, hence it would not 
be appropriate to recommend a single organizational structure for exposure management. The enterprise 
can however, decide between the two alternative approaches i.e. centralized or decentralized. Poreign 
exchange risk management programmes may be carried out at the corporate headquarters or authority 
may be delegated to the foreign operating units of the MNC to carry out their own PERM programmes. 
Both centralized and decentralized approaches have their respective advantages and shortcomings. 
The management should explore the basic issues in terms of centralization and decentralization and 
decide which would be appropriate for the organization. 

There is much to be gained from a centralized approach to exposure management. The PERM 
programme will possess the ‘big picture* perspective that is so necessary for PERM to work effectively. 
It enables the use of arbitrage opportunities at a global level. Exposure is managed in an optimal 
manner by taking into account opportunities, constraints and alternatives available at a global level. 
Centralized management enables the company to reap economies of scale as the contracts required 
for the entire organization are negotiated at a central level. Again, the PERM expertise can be 
concentrated and best utilized at one location. When choosing between the two approaches, however, 
the tax and regulatory systems of the country are crucial variables that need to be considered. Por 
instance, a decentralized system may be more appropriate in situations where the tax laws of a 
particular country do not permit deduction of commission/charges paid by the affiliate to the central 
system while computing taxable income. Similarly, it would be better to manage exposure at the 
subsidiary level where some positive benefits may be available to the subsidiary e.g. some countries 
offer subsidized forward rate with a view to promote exports. Again, in case of certain joint ventures, 
adopting a decentralized approach may be a practical necessity. An added advantage of decentralized 
exposure management is that it is fairly easy to isolate the costs of such activities and no elaborate 
control or reporting is needed. The management would, therefore, have to weigh the relative advantages 
of both approaches and decide on the appropriateness of a particular approach to suit its requirement. 

STRATEGIES POR MANAGING POREIGN EXCHANGE RISK 

There are two basic exchange risk management strategies-^raggressive and defensive. The corporation 
may adopt a dynamic approach to currency invoicing and export pricing to avert risk. Such preventive 
efforts are termed as defensive strategies. Preventive actions can be most effective and can frequently 
preclude the occurrence of the exposure problem. However, it may not be possible to adopt 
such preventive strategies in all cases. A condition may be attached at the time of the contract that 
the goods are to be invoiced either in the customer’s currency or a third currency e.g., 
US dollars. 
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In aggressive strategies on the other hand, the exporter would try to invoice the sale in 
what he expects to be a hard currency and would cover the currency receivables only when 
the forward rate is more favourable than the spot rate he expects would prevail at the settlement 
date. In aggressive strategies, therefore, exchange forecasts play a key role in invoicing and 
forward cover decisions. In actual practice, however, these fundamental strategies rarely exist, and 
what prevails tends to be a variety of risk/retum trade-offs between the two extremes. Which of 
these two strategies should form the basis which MNCs would follow would largely be 
determined by its ability to forecast exchange rates and in particular its ability to beat the forward 
rate. 

FORMULATION OF A FERM PROGRAMME 

While formulating a FERM programme the management must address itself to some fundamental 
issues, such as definition of exposure that the company should concern itself with and its identification, 
specification of the objective of the risk management programme, and the techniques available within 
the ambit of the exchange control regulation. 

The management must, at the outset, specify the type of exposure it would be concerned with. 
Normally, MNCs would be concerned with all three types of exposures discussed earlier. However, the 
legal environment of a country does influence the relative importance of the different types of exposure. 
For instance, the Companies Act in India does not at present require consolidation of financial 
statements of a parent and its subsidiaries. Consequently, the translation exposures arise only on 
account of foreign branches and borrowings in foreign currencies. Thus, from the point of view of 
companies in India, transaction exposures are more important. 

The different types of exposures need to be identified, classified and collated in terms of the 
foreign currencies involved and their related time frame. Exposure reports may be prepared lor the 
purpose (see Appendices A-C for specimen formats which may be used). In actual practice, the details 
required and the frequency with which this is done will depend on the size and significance of the 
exposure. 

The management must clearly specify its objectives in managing these exposures. Some 
companies take a more risk-averse cost centre approach and seek to ensure minimization of loss on 
the current transaction. Other companies take a proactive profit centre approach and wish to achieve 
best rates on managing their currency transactions. 

FORECASTING EXCHANGE RATES 

The two key informational inputs for effective foreign exchange risk management are reliable 
probabilistic forecasts of future exchange rates and projections of corporate exposure on a currency- 
by-currency basis. Since forecasting of exchange rate plays a key role in the aggressive strategies 
adopted by a company it is necessary to discuss it in more detail. 

Forecasting of exchange rates is one of the most difficult aspects of FERM and most executives 
involved in exposure management would readily concede that exchange rates cannot be forecast, but 
in actual practice they do attempt it as part of their FERM programme. The task of the forecaster is 
made more difficult by indiscriminate control imposed by the governments of different countries. As 
Jacque observes, 

Historically, parity changes have in most cases, been tightly intermingled with a complex history 
of exchange restrictions running the gamut from selective controls on capital account transactions 
to indiscriminate controls on all exchange transactions.^ 
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The forecaster has, therefore, a twofold task; to quantify the magnitude of expected exchange 
rate changes, and to anticipate the likelihood of imposition of exchange controls. The floating exchange 
rate system prevalent since 1973 renders the prediction of exchange rates more difficult. Though in 
the long run exchange rates are affected by economic fundamentals, in the short run, rumours and 
emotional and psychological factors exercise a decisive influence on the movviment of rates. Most of 
the forecasting takes place in the short run, and hence the risk. 

Despite the difficulties involved, the forecasting process is widely used particularly by large 
MNCs on account of its application in the financial management of their operations. Besides in risk 
management, it is also applied in budgeting for and evaluating the performance of overseas operations, 
evaluating overseas investment projects and planning for cash dividends from overseas. Thus, though 
great disagreement exists about the feasibility of predicting currency movement, its utility in developing 
an exchange risk management programme cannot be underestimated. The basic issues that need to 
be considered in this regard are, the currencies which need to be forecast, the sources of forecast, its 
form and frequency, and the timing horizon to be used for the forecast. 

The decision with regard to the currencies which need to be forecast would be greatly influenced 
by the extent of corporate exposure and expected volatility in exchange rates in a particular currency. 
In other words, the currencies selected for the purpose must be those m which the firm has 
major operations. 

As to the sources of forecast, no company can rely on a single source and a combination of 
a variety of sources both inside and outside need to be tapped. Banks and forecasting services generally 
constitute the important outside sources. Journals and newsletters which concentrate on analyzing 
currency movements and predicting trends may also be utilized. A great variety of inside sources also 
exists. Members of the PERM group (where such a group exists) in the company, personnel in the 
international division if any, and members of the international management staff are usually associated 
with forecasting. The following information may be of immense use to the decision-makers: 

1. Changes in monetary' policy. Where the policy is such that it fosters inflation, the impact 
would be felt on exchange rates. 

2. Inflation differentials. When the rate of inflation in a particular country is higher in 
comparison to another, it tends to be offset overtime by an equal but reverse movement in the value 
of its currency. 

3. Balance of payments. Unfavourable balances of payment in a country exert a downward 
pressure on the value of its currency. This pressure can, however, be contained by a country by 
drawing upon its international monetary reserves or its debt capacity abroad. A depletion of these 
reserves enhances the probability of devaluation, as was the situation in India in 1991. 

4. Forward exchange quotations at a discount. When the forward exchange quotation of a 
foreign currency is at a considerable discount, it reflects a reduced level of confidence in that currency. 

5. Wide variations between official and unofficial rates. Similarly, when the difference between 
the official and black market exchange rates is on the increase, the possibility exists that the government 
may be under pressure to bring the official rate in line with the realistic market rate. 

The above-mentioned information would provide valuable inputs for predicting the direction of 
currency movements. The time frame should not extend beyond the horizon of reasonable forecasting 
accuracy. What is important about exchange rate forecast is its direction because, coupled with 
expected exposure, it will indicate whether management should anticipate a foreign exchange gain 
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or loss. If the expected foreign exchange gain or loss is unacceptable to the company, it should 
consider the possibility of reducing or eliminating the exposure. For example, if the company has 
planned a debt in a foreign currency which has the effect of creating an unacceptably large liability 
exposure in that currency, it should consider borrowing in an alternative currency or postponing the 
debt. In situations where the exposure cannot be reduced or eliminated, efforts would have to be 
made to bring the anticipated gain or loss into an acceptable range. This would necessitate deployment 
of foreign exchange risk management. 

TECHNIQUES FOR RISK MANAGEMENT 

A variety of techniques are available to cope with exchange risks. These may be broadly categorised 
as internal action techniques, which are used within a corporation without involving third parties, and 
external techniques which involve deals supported by contracts with third parties. The important 
techniques available under the two approaches are discussed below. 

Internal Action Techniques 

The important techniques available internally include: 

Price consideration. The exposure may be prevented through the choice of the currency of 
invoicing and payment. It can also be altered and prevented through currency protection clauses 
under which prices are adjusted if the exchange rates move beyond an agreed range. Similarly, the 
seller may preserve his margin by an agreement under which increases in costs arising from currency 
movements are passed on to the buyer. 

Settlement This strategy may be used to mitigate foreign exchange risk when the company cannot 
bill in the reporting currency. Under this technique, the management consistently negotiates or offers 
discounts for the early settlement of payables or receivables denominated in foreign currency. 

Netting. Netting is the process of offsetting intragroup transactions i.e. between the parent and 
subsidiary, or subsidiary and fellow subsidiary, in order to reduce transfer values and only reflect and 
account for the net balance. Netting may be bilateral or multilateral. Bilateral netting simply means that 
each pair of subsidiaries nets out its position to a single cashflow in a chosen currency. Multilateral 
netting is more complex and is coordinated in accordance with a prearranged timetable by a clearing 
centre, which advises each subsidiary of the net amount it has to pay or receive from the centre. See 
Exhibits 12.4 and 12.5 for a sample of netting, which shows that as a result of netting, there has been 
a saving in both the funds—transfer fees and foreign exchange conversion fees, benefiting the MNC 
as a whole. 

Leading and lagging. Accelerating and delaying currency payments provides a degree of flexibility 
in exposure management. For instance, if a company expects a foreign currency to devalue it would 
delay paying its debts denominated in that currency till such time as the decline takes place. 
Analogously, it would prefer to collect its receivables denominated in that currency earlier. The same 
would hold good for expected dividend payments. The company would prefer to delay them from 
countries where the currency is depreciating. There arc, however, certain constraints in the use of this 
technique of exposure management. Such moves may conflict with the cash management of the 
company. Leading and lagging is an emotive subject and has, on numerous occasions, been held 
responsible for international currency crisis, though accelerating and delaying commercial payments 
is probably a drop in the ocean compared to arbitrage movements of non-commercial operations. 
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Besides, the exchange control provisions of many countries impose restrictions on scope of this 
procedure. Even within some multinational corporations this practice is discouraged as it is considered 
likely to weaken subsidiary payment discipline. 

The following example would illustrate the working of a netting arrangement. Suppose for a 
given month three affiliates have the following intercompany obligations; 

Exhibit 12.4 Illustration of Netting 


Net positions of intercompany obligations 


US Parent ($) 

US Subsidiary ($) 

Australian Subsidiary ($) 

(400,000) 

400,000 


(200,000) 


200,000 

300,000 


(300,000) 


800,000 

(800,000) 


(700,000) 

700,000 

(300,000) Payer 

500,000 Payee 

(200,000) Payer 


It will be seen that total intercompany obligations equal $ 24,00,000 (400,000 -f 200,000 + 700,000 
■f 300,000 + 800,000), while total foreign exchange funds are $ 2 million (all the previous obligations 
except the $400,000 between the US parent and subsidiary). 

Consequent to netting, the US subsidiary receives $ 300,000 from the US parent (not 
affecting foreign exchange) and $ 200,000 from the Australian subsidiary (a foreign exchange transfer). 
Thus, there is a 79 per cent reduction in funds transfer fees ($ 500,000 transferred instead of 
$24,00,000) and a 90 per cent reduction in foreign exchange conversion fees ($ 200,000 converted 
instead of $ 2 million). 


Exhibit 12.5 Netting Intercompany Obligations 



/Vote: While transactions take place In the currency Identified above, all amounts disclosed are stated In 
US dollar equivalents. 
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Lease instead of purchase/sell. Where a company has an option to lease instead of purchasing an 
asset, or lease instead of selling its product it may use financing as an exposure management technique. 
In situations where a country’s currency is expected to devalue over time, an outright sale would be 
preferable to a lease. On the other hand, if its currency is expected to appreciate over time, a lease 
plan would be more beneficial as compared to an outright sale. These techniques have, however, to 
be coordinated with the marketing functions within the firm so that they do not harm the interest of 
the marketing division. 

Adjustment of foreign debt patterns. This technique of exposure management is particularly 
relevant for covering translation based exposures, where a multiple rate approach is adopted for 
translation. To elucidate, a short-term borrowing would be deemed exposed to risk under the current/ 
noncurrent method of translation, but if it is converted in to a long-term debt, it would be translated 
at the historic rate under this method. This technique would, however, not be appropriate where the 
current rate method of translation is adopted as all the assets and liabilities would be translated at 
the same rate. 

In practice, all the techniques discussed above are not available either due to regulatory or 
corporate constraints. Again, these policy options should not be viewed in isolation but in the context 
of the integrated financial management system; as adoption of a particular technique may disturb the 
cash or sales management. 

Matching. Matching is the term applied to a technique which is available for simplifying payments 
between affiliates and to third parties also. It is a mechanism whereby a company matches its foreign 
currency inflows with its foreign currency outflows in respect of amount and approximate timing. 
Receipts in a particular currency are used to make payments in that currency, thereby reducing the 
need for a group of companies to go through the foreign exchange markets to the unmatched portion 
of foreign currency cash flows. 

The prerequisite for a matching operation is a two-way cash flow in the same foreign currency 
within a group of companies. This gives rise to a potential for natural matching. This is different from 
parallel matching in which the matching is achieved with receipt and payment in different currencies 
but these currencies are expected to move closely together. 

Facilities for matching imports and exports are sometimes offered by banks in India to their 
selected customers on the following conditions: 

1. The bank would keep a spread of say 0.15 per cent on each leg i.e. both import and export 
transactions. This margin being built into the two rates. 

2. Where the transaction amounts differ, the lower of the two would be matched and the 
balance processed as per the procedure followed for regular foreign exchange business. 

3. Where the maturity of the two transactions does not match, only the spot rate applicable to 
the transaction would be matched, and the forward difference would become payable by/to the 
company as the case maybe. 

4. Both transactions, i.e. sale and purchase -of foreign exchange would be concluded 
simultaneously. 

5. The banks may impose riders such as requiring the routing of a certain amount of business 
say, a minimum of Rs 20 crores (both imports and exports) through the bank, subject to operational 
constraints. 
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The following case study of a multinational company in India will illustrate the impact of 
matching of import and export foreign exchange flows: 

Import/Export Matching Analysis 

A. Foreign exchange rates : US$/Rs 

Spot Forward Anticipated higher Spot (3 months) 
3/9/90 3 months than Premium Lower than Premium 

Rs Rs Rs Rs 

Imports 17.67 17.92 18.05 17.80 

Exports 17.55 17.80 17.90 17.65 

fl. Matching 

Imports $ 1,000,000 
Exports $ 1,000,000 Assumed 

Cost of matching in December 1990 at Rs 17.80 and at 0.15 per cent on $ 2,000,000 is Rs 0.534 lacs 
or Rs 0.54 lacs (approximately). 

C. Scenario if matching is done 


Imports Exports Total 

Rs/lacs Rs/lacs Rs/lacs 


(i) If rupee depreciation is higher than premium 2.5 (1.00) 1.5 

(ii) If rupee depreciation is lower than premium — 1.5 .1.5 

(iii) In either situation their would be a gain in matching 0.96* 

D. Scenario if matching is not done 

(i) If rupee depreciation is higher than premium 

(a) Cover imports and leave exports open (1.2) 1.0 (0.2) 

(b) Cover exports and leave imports open (2.5) — (2.5) 

(ii) If rupee depreciation is lower than premium 

(a) Cover improts and leave exports open (1.2) (1.5) (2.7) 

(b) Cover exports and leave imports open — — — 


If we assume that there is an annual volume involved of $ 15,000,000 of imports and exports 
together. 

If matching is done—the saving would be Rs 7 Lacs 

If matching is not done—there would be a maximum loss of Rs 18.75 lacs or gain of 
Rs l.S lacs. 

There would be no loss if cover is not taken on imports. • 

Considering the above situation, the decision to match or not should be based on: 

1. The company's capability to take judicious decisions on forward cover. 

2. The extent of matching possible 

*Rs l.S lacs - Rs 0.54 lacs (the cost of matching) = Rs 0.96 lacs. 
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3. The extra cost of rollover for mismatch 

4. The possibility of extra credit on imports vis-a-vis cover on imports 

5. The need to route the business through the bank making an offer to match. 

External Action Techniques 

Hedging is the general term used for the process of protecting the accounting value of foreign 
currency assets and liabilities against unrealized foreign exchange losses by entering into forward 
exchange contracts or other hedging instruments in order to achieve either a nil net foreign exchange 
exposure or exposure of a defined amount. The corporation can also resort to natural hedging whereby 
foreign assets are financed by foreign borrowings, both in the same currency. 

Forward exchange contracts. This is the classic exposure management technique and is piirticularly 
useful in covering transaction exposures. Under forward contracts, there is an agreement to exchange 
currencies at some date in the future at a stipulated price. A special dimension of forward rates is 
that when compared to spot rates at any one time for the same currency, they usually show a 
difference. This difference is known as the spread, i.e. premium or discount. If the forward rate is 
higher than the spot the difference is a premium, if lower, the difference is a discount. 

Determining the cost of a forward contract. As all risk management tools are alternative it 
is important to determine the cost of a forward contract to compare it with other techniques. There 
are two methods of measuring the cost, both differ with regard to the spot rate that is used to compare 
discount or premium. Under the traditional method, the cost of the forward contract is determined 
by comparing its discount or premium with the spot rate expressed as a percentage. This may be done 
by using the following formula: 

Forward cost percentage =-x-x 100 

S Forward time 


where 

S = spot rate of currency, 

F = forward rate of currency. 

To illustrate, if the current spot rate for a given currency is Rs 20 and the one year forward rate for 
that currency is Rs 17, the cost of the forward will be arrived at as follows: 

c ^ * * 20-17 12 

Forward cost percentage =-x — x 100 = 15 per cent 

^ ^ 20 12 ^ 

This approach does not take into account the spot rate prevalent on the date when the forward 
contract is settled. 

The second approach takes into consideration the actual spot rate prevailing at the 
conclusion of the forward contract. The difference between this spot rate and the forward rate is 
computed as a percentage of the original spot rate. The forward cost percentage is computed as 
follows: 

_ . CS - F 12 months 

Forward cost percentage =- x - x 100 

S 


Forward time 
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where 

CS = current spot rate, 

F = forward rate, and 
S = original spot rate. 

In the illustration above, assume that the spot rate on the date of settlement )f the forward contract 
is Rs 19, the cost of the forward would be arrived at as follows: 

19-17 12 

Forward cost = - - x —- x 100 

20 12 

= 10 per cent 

Thus the company may view the likely movements in exchange rates and takv a forward cover when 
the rates appear to be optimal. Companies can adopt three approaches to their foreign currency 
exposures: 

1. ‘Remit at spot rates’ approach, wherein some companies may decide to take things as they 
come and leave the position open upto the date of settlement. This approach may be adopted where 
there is a general opinion that the exchange rate will move in favour of the coiporation or possibly 
the size of the exposure is too small to be of any significance. In other words, the exposure is totally 
exposed to movements in exchange rates and the energies of its executives are devoted to currency 
movements instead of their main business. 

2. ITie second approach ‘automatic forward cover’ is the other extreme, where the company has 
a policy of automatically covering all the exposures in the forward market. This is an overcautious 
approach which involves a lot of cost and really amounts to a refusal to manage the risk. 

3. ‘Cover on a selective basis’ is a midway approach between the two extreme positions 

discussed earlier. Under this approach an opinion is formed about the likely movements in the exchange 

rates and a forward cover is taken when the rates look optimum. This minimizes the cost of hedging. 

/ 

The best approach for a corporation would be to go in for a forward cover in the exchange 
markets on a selective basis. This technique is normally used for the protection of transaction exposures. 
The time frame of forward contracts would depend on the regulatory provisions in different countries 
and would generally range from six to twelve months. It is, however, possible to obtain longer 
periods of cover in some currencies through the mechanism of roll over cover arrangements. 

Rolling cover. In situations where a company has a continuous stream of relatively low-value 
transactions in exposure, it may be more cost effective to take a single, large forward contract for the 
entire amount to be covered, coinciding with the maturity of an individual transaction. The contract is 
utilized to the extent of the first transaction and the balance of the contract is rolled over to the 
next maturity. Though the basic rate of exchange under the forward contract on a roll over basis 
remains unchanged, it may result in some loss or gain to the buyer depending upon the premium or 
discount ruling at the time of the rollover, for on this will depend the cost of the swap. The swap 
will be to sell spot, the amount to be rolled over, and buy forward (for the period of next maturity); 
and the interest on any float or outlay of funds that may result from the difference between the current 
spot and contract rate. 

Roll over contracts enable the company to concentrate on its main line of business activity and 
avoid speculation in currencies. They also afford tlie company a lot of flexibility with regard to both 
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amount and time. Suppose a roll over is booked for a long-term borrowing in foreign currency 
repayable in half-yearly instalments. After the first instalment is paid the company would roll over 
the balance of the contract to the next instalment. The company, however, has an option of extending 
the contract for six months or a shorter duration depending on the swap costs prevailing in the market 
for various durations. The company also has an option to cover either the entire amount of the loan 
outstanding or only a part of it. This option enables the company to remit instalments falling due at 
spot rates if they are favourable as compared to the agreed long-term rate. 

Parallel Loans 

Foreign exchange exposure could also be reduced by MNCs through the mechanism of parallel loans. 
It is an arrangement whereby two MNCs agree to finance each other’s affiliate by extending a loan 
in local currencies. These loans are then reversed also in local currencies on the agreed maturity date. 
Although the spot rate is used as a reference value to determine the corresponding values of the loan, 
no currencies are converted in the exchange markets. The rate of interest on the parallel loans is 
negotiated between the two parties. The two rates used are usually different reflecting the cost of 
money in each country (see Exhibit 12.6 for illustration of parallel loan). 

Exhibit 12.6 Illustration of a Parallel Loan 


In the UK In India 



Note: Assuming a spot reference rate of £1.00 s Rs 48. 

NEW FINANCIAL INSTRUMENTS 

One of the most dramatic developments in the financial world during the 1980s is the proliferation 
of new instruments induced by the keen competition between the major commercial and investment 
banks, as also customers’ anxiety to hedge risks arising out of international borrowings. These risks, 
as stated earlier, relate not only to exchange rate fluctuations but also to changes in interest rates. The 
new instruments available are aimed at eliminating or limiting these risks. Their accounting problems 
are discussed in greater detail in the following sections. 
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Swaps 

Swaps are a financial innovation of the 1980s. The pioneering swap transaction was engineered by 
the World Bank in August 1981. It floated a $ 290 million bond issue the dollar proceeds of which 
were used in currency swaps with IBM for German Marks and Swiss Francs. The success of this 
transaction led to dramatic growth of the swap market. The volume of swaps lias increased by leaps 
and bounds and shows no sign of abatement. Simply stated, swap is the exchange of liabilities and 
involves a borrower raising money in one market and swapping, or exchanging tfie servicing obligation 
with a counterpart who has raised a loan in a different market. 

While the structure and details of most swap financing transactions arc complex and varied, 
there are certain fundamental objectives they attempt to achieve. These are: 

1. Reduction of financing costs. If structured appropriately, a swap leads to a reduction in the 
borrowing costs of both parties and enables them to structure their liability prof ile in a manner which 
is best suited to their respective cash flows. It is their relative acceptability or comparative advantage 
in different markets which is exploited by counterparts in a swap transaction to achieve a reduction 
in financing costs. 

2. Creation of otherwise unavailable funds. Swaps also lead to the creation of otherwise 
unavailable long-term forward foreign exchange cover and attainment of limited or inaccessible long¬ 
term funding in a particular currency. The swap financing skills of the financial intermediary bank 
are of paramount importance for achieving these objectives. This can be explained with the help of 
an example. 

Suppose Company X is currently seeking long-term funding in French Francs but the long-term 
Franc capital market has been currently closed by the French authorities. Company Y which is 
seeking portfolio diversification for its investors is located by the financial intermediary. Company 
X will issue pound sterling denominated bonds which are placed before Company Y seeking foreign 
currency denominated securities. The securities are funded by investment flows in yen, the local 
currency which are converted in the spot market for the required pound sterling. Company X converts 
the pound sterling proceeds on the spot exchange market for the francs it requires. This transaction 
leaves both companies X and Y to long-term currency exposures. To solve this problem, the financial 
intermediary locates a third company Z located in Japan with a long-term payable exposure of francs. 
The company buys francs forward, thus providing the counterparty for X’s long-term sale of francs 
and sells forward the yen thus providing the counterparty for Company Y. The overall effect would 
be that the requirements of all the three companies are met (see Exhibit 12.7). 

The swap market has developed a colourful specialized language to describe the several 
transactions and players. However, all swap financing transactions have one fundamental theme, 
namely each party always engages in a transaction in which it does not necessarily desire a financial 
obligation, but where perhaps it has a relative funding advantage and swaps these obligations for the 
one in which it desires one but where perhaps it has a lesser market funding advantage. There are, 
however, a number of variations in this theme in today’s marketplaces. Swaps may broadly be 
divided into three categories i.e. currency swaps, interest rate swaps, and combined swaps. 

Currency swaps. In a currency swap, two counterparties exchange specific amounts of two different 
currencies and repay according to a schedule that includes either fixed or floating-rate interest 
payments and repayment of principal. A currency swap thus refers to a class of currency exchange 
transactions designed to hedge a currency exposure. The transaction may or may not involve a bank 
dealer but it does not rely exclusively on the interbank foreign exchange market for its pricing. The 
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Exhibit 12.7 Illustration of a Swap 
Issues 7 year £ bonds 



pricing of a swap is generally determined by using either explicitly or by reference, one or more 
indicators such as domestic or international bond yields, money market rates, interest rate and cross- 
currency interest rate swap yields, etc. Although the structure ol' a currency swap may take various 
forms, they all generally have some common characteristics: 

1. They exchange one currency for another with specific or specifiable amounts at specified 
dates in the future. 

2. Swaps are recorded in the accounts as contingent items, hence they do not inflate the 
balance sheet or alter the company’s key financial ratios. 

3. They provide a hedge in the case of an unwanted liability exposure by synthetically creating 
an offsetting investment in the unwanted currency and a borrowing in the desired currency; and in 
the case of an undesired asset exposure, by synthetically creating a borrowing in the unwanted 
currency and an investment in the desired currency. 

The concept may be explained with the help of a simplified non-numeral example. Suppose a 
US company borrows some yen. The company receives the yen proceeds today and will be required 
to repay in yen at maturity. The US company, therefore, has a currency exposure. To hedge the yen 
debt fully, the company may enter into a currency swap. It would enter into a transaction with a swap 
counterparty which would receive the yen today and pay the company in US dollars. At maturity the 
position would be reversed, whereby the swap counterparty would receive dollars and pay yen. Thus 
by arranging the yen swap the company obtains a fully hedged position. At drawdown, it receives yen 
from the Japanese investor which it immediately pays out to the counterparty and receives dollars in 
return. At maturity, it pays back in dollars and' receives yen, which it uses to service its debt 
obligation. The net effect is that the yen exposure is eliminated. The net flows to the company thus 
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become a dollar inflow today and dollar outflow on maturity. This may also be described as a dollar 
drawdown and dollar repayment. By means of the swap arrangement, a .synthe tic dollar financing 
situation has been created and this has been achieved by sourcing the credit in a f( cign capital market. 

interest rate swap. Interest rate swap is a specialized form of currency sw.,p in which a single 
currency is involved. The interest rate structures of the two exchanged flows art different. The main 
types of swap transactions in this category include: 

1. Coupon swap or 'the plain vanilla'. This is the simplest type of svs ip and involves the 
exchange of a fixed-rate for a variable-rate interest obligation both denominated )' the same currency. 
A simple example will explain the mechanism of an interest swap and how i would reduce the 
borrowing costs for the two counterparties. As stated earlier, a reduction in borrowing costs is 
achieved by the two counterparties exploiting their relative acceptability and coi iparative advantage 
in different markets. This interest differential arises on account of the fact that in the international 
capital markets, the fixed rate lenders are individuals who buy bonds. The price of the bonds is, 
therefore, detennined by the acceptability of the borrowing company to the investing public. In the 
floating market on the other hand, the lenders arc in.stitutions which fix the price in accordance with 
the commerical and political risks attendant with a given loan. The result is lliat an unfamiliar or 
lower-rated buyer is required to pay a greater premium in the fixed-interest market as compared to 
the floating-rate market. Suppose X, an Indian company requires a seven year fixed-rate funding, to 
the tune of £ 100 million, the rate differential in the market is as follows: 

Borrower Floating rate Fixed rate 

AAA U.K. borrower 1/8% over LIBOR 9%- 

First class Indian company 1/2% over LIBOR 10.5% 

Rate difference 3/8% over LIBOR \.5% 

X, the Indian company has a disadvantage in both fixed- and floating-rate markets, but the disadvantage 
is lower (or it has a comparative advantage) in the floating-rate market. It would, therefore, raise a 
seven-year floating-rate debt at 1/2 per cent over LIBOR and locate an AAA rating company (this 
may be done with the help of an intermediary bank) which requires floating-rale funds. Y, the UK 
based AAA company enjoys an advantage over X in both markets but the advantage is greater in the 
fixed-rate market. Y, therefore, raises a seven-year fixed-rale loan at 9 per cent per annum. X and Y 
swap their interest liabilities, X agreeing to pay interest to Y at say 9.5 per cent and Y agreeing to pay 
interest at say LIBOR to X, thus reducing their financing costs. X gets its required fixed-rale funds 
at an effective cost of 10 per cent,* which is 1/2 per cent below what it would have had to pay if it 
had obtained the loan from the fixed-rate market. Y has also been able to effect a 5/8 per cent reduction 
in its interest cost. It gets the desired floating-rate funds at LIBOR-1/2 per cent** (see Exhibit 12.8). 

When swaps were first transacted, a party desirous of entering into a swap arrangement usually 
had to locate a counterparty, a process that could take weeks. The availability of intermediaries has 
now made the task easier. Thus, by arranging a swap, a company is able to convert a variable rate 
obligation to a synthetic fixed rate debt. 

* X pays 9.5 per cent to Y and makes a loss of 1/2 per cent on the floating rate. 

** Y pays LIBOR to X but makes a profit of 1/2 per cent on the fixed rate. 
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Exhibit 12.8 A Coupon Swap 



2. Basis swaps. Swaps of payment obligations based on two different floating rate indices 
such as LIBOR to US Commercial paper composite rate, are termed as basis swaps. They permit 
companies to manage their interest rates risks better or to transform assets and liabilities based on 
one index to another. 

3. CIRCUS or cross-currency interest-rate swap. Known for its inclination to create animal 
acronyms, wall street swap traders have come up with the ‘CIRCUS’ swap, i.e. a combined interest 
rate and currency swap, also called the cross-currency interest rate swap. Recent swap arrangements 
allow for considerable flexibility in structuring, thus enabling managers to optimize their relative cost 
advantage in both the fixed- and floating-rate markets. Suppose Company X wants to borrow a 
seven-year Japanese yen loan. A direct fixed-rate yen loan would cost 5.6 per cent. To reduce the 
cost, the company issues, a US commercial paper and swaps the floating-rate dollar liability into 
fixed-rate yen. The swap results in Company X receiving a six-month dollar LIBOR and paying 5.25 
per cent yen. 

4. Caps. Caps are a unique tool offered by major international banks to corporate financial 
planners attracted to current low short-term interest rate borrowings to protect their companies from 
future rate hikes. Interest rate caps provide a gauranteed interest rate ceiling. The banks agree to reimburse 
to the borrower, the cost of the LIBOR exceeding a particular level during the period of the loan, for 
a fee. This ceiling is known as a Cap. Thus caps provide an answer to the dilemma faced by a corporate 
borrower whether to lock his interest costs by borrowing at a fixed rate for a long term or take advantage 
of lower short-term rates and run the risk of possibility of rise in rates. Interest rate caps provide an 
attractive compromise. By obtaining a cap or guaranteed interest rate ceiling, the borrower knows that 
the interest cost will never exceed a specified predetermined amount at the same time enabling the 
borrower to enjoy the cost advantage of a floating debt. 

Banks may sell interest rate caps either as a package together with a commercial loan or as a 
separate product to provide rate protection for an already existing loan. These free-standing caps 
enable the company to borrow from Bank A and get its cap from Bank B. The fee or insurance 
premium the borrower would be required to pay would depend on a number of factors such as 
the difference between the current and cap rate, the period for which the cap is to run, and the 
anticipated interest volatility. When entering into a cap agreement, the borrower will be required to 
specify: 
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1. The period of the cap and the date from which it desires the cap to start. Generally, caps 
are available for a term as short as one and as long as five years. 

2. The amount to be capped. It is not essential for the borrower to take a cap for the entire 
amount of the borrowing. He may opt to provide cap protection for only some portion of the 
outstanding amount. 

3. The floating instrument to be capped. Generally, caps are available for LIBOR, prime rate, 
certificates of deposits and treasury bills. 

4. The cap ceiling or the particular level. 

5. The dates for rate fixing and settlement. 

As regards rate computation and settlement, LIBOR and treasury bill caps are different from prime 
caps. Their settlement is usually scheduled to occur quarterly and is based on the average prime 
rates during the preceding period. On the other hand, settlement period for LIBOR, certificate of 
deposits and treasury bill caps are determined by the terms of the capped instrument. For instance, if 
the cap is set on one month LIBOR, the settlement period is one month. If the interest rate rises above 
the strike price in any given period, the cap purchaser will receive reimbursement from the seller. 

5. Floors. The borrower may reduce his cost of the cap by agreeing to a floor for the LIBOR 
in which case, if the actual LIBOR is less than the floor the buyer of the floor will pay the difference 
to the insurer. 

6. Band and collar. When the contract specifies both the cap and the floor it is referred to 
as a band and collar. This is a useful instrument in the management of risks. 

Thus caps are most appropriate for use in financing medium term assets in situations when the 
borrower is unsure of whether the rates will remain constant or move upwards or downwards. He can 
afford some interest rate risk but wishes to be protected from dramatic rate increases. 

Forward Rate Agreement 

Another product available to euro-currency borrowers for eliminating or limiting the interest risks is 
the forward rate agreement (FRA). As its name implies, such an agreement makes it possible to fix 
the interest rates of future interest periods in advance. Since such agreements are not standardized, 
they are interest rate-hedging instruments which can be tailored as to amounts, currency and interest 
period. FRAs may be concluded in all convertible currencies and the minimum amounts generally 
range around five million currency units. It is important to note that under such agreements there is 
no transfer of the principal, only interest differences are paid by one party to another on the settlement 
date. The interest rates applied are LIBOR. For example, if the agreed six-month LIBOR rate under 
fra is 7.5 per cent per annum on a given future date and the actual rate happens to be 8.5 per cent 
per annum, the bank will reimburse the difference in interest i.e. one per cent per annum on the 
principal amount to the buyer of the FRA. On the other hand, should the LIBOR happen to be 
7 per cent, the borrower will be required to pay the difference to the bank. The FRA is quoted in 
a typical manner. For instance, the interest rate for a three month financing period starting in three 
months is quoted as, ‘FRA 3 against 6 months*. 

Financial Futures 

A future contract is a binding agreement to sell or buy a specified quantity of a specified commodity 
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on a specified date at a price fixed at the time of the contract. In the case of financial futures the 
underlying commodity is a financial instrument. Though at first sight this may appear to be a usual 
forward contract, there are a number of differences between the two. The major differences are: 

1. Forward markets are over-the-counter markets with no specific geographical location and a 
forward contract may be entered into by telephone/telex etc. Futures, on the other hand, are traded 
in the trading pit of organized futures exchanges, with well-defined geographical locations. 

2. Forward contracts are tailor-made as to the quantity of the commodity to be delivered and 
the date of delivery. Future contracts are standardized with regard to both amount and delivery dales. 
For instance, one futures contract in US treasury bills calls for the delivery of a treasury bill with a 
face value of $ 1 million, maturing in 90 days from the date of delivery on the 3rd Wednesday in 
March, June, September and December. Similarly, on the London International Financial Futures 
Exchange (LIFFE), the delivery dates are the 2nd Wednesday of March, June, September and December. 

3. In a forward market the contract is between the buyer and the seller. In the futures market 
on the other hand, the clearing house is interposed between them. All contracts are between the trader 
and the clearing house. The clearing house guarantees performance of all contracts. Every trader has 
obligations only to the clearing house and vice versa. The clearing house may be an independently 
constituted corporation like LIFFE or it may be owned by the members like the Chicago Mercantile 
Exchange (CME).* 

4. Unlike the forward contract, a futures contract is ‘marked to market’ at the end of each 
trading day with the price difference credited or debited to the margin account of the trader. 

Standardized amounts and maturity periods afford more tradeability and liquidity, but they 
diminish the utility of futures as a perfect hedge, since it is rarely that the amount and maturity of 
the exposure a person is trying to hedge coincide with the standardized amounts and maturities of the 
contracts traded on the exchange. Before discussing the different financial futures available it is 
necessary to explain the term ‘marked to market’ used in the previous paragraph. 

Margin and daily resettlement For every trade the individual is required to deposit with the 
clearing house an initial margin in the form of cash, securities and bank guarantees, which is a small 
percentage of the value of the contract. This is a measure to limit the risk assumed by the clearing 
house. At the end of the trading day, each open position** is valued at the day’s settlement price. 
This is termed as ‘marked to market’. The trader is credited with the amount of change in his favour 
as compared to the previous day. Similarly, any adverse change to the effect is debited to the margin 
account. The clearing house decides a minimum level below which the margin account must not go, 
this minimum is termed the ‘maintenance margin’ or ‘variation margin’. When the margin account 
falls below the maintenance margin, the trader is required to replenish the account to bring it back 
to the level of the initial margin. The broker can close out the position of the trader in case of 
non-compliance. The clearing house risk is thus limited. 

To illustrate: Suppose X, a trader sells one March pound sterling contract at a price of $ 1.70, 
on January 2, 1994. The contract size being £ 25,000 and the delivery date, the third Wednesday in 
March. On January 3, 1994, the price falls to $ 1.67. X has made a gain of 3 cents per pound or a 

* Major organized exchanges for financial futures include Chicago Board of Trade, Chicago Mercantile 
Exchange, London International Financial Futures Exchange, Singapore Monetary Exchange, Hongkong 
Futures Exchange, Tokyo Financial Futures Exchange. 

** Open position means a position that has not been squared up by a contract in the opposite direction. 
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total gain of $ 750. Suppose further that the initial margin deposited by X is 2,000. This gain of 
$ 750 will be credited to his account. On the next day, assume the settlement price is $ 1.72, X loses 
5 cents per pound, as compared to the previous day’s settlement price incurring a loss of $ 1250. The 
loss will be debited to his margin account leaving the net figure at $ 1500. If the maintenance margin 
is $ 1750, X will have to make an additional deposit of $ 250. In case he fails to do so the broker 
can close out his position. Thus till the position is reversed or delivery made, there are daily cash flows. 

Financial futures may be of two kinds: currency and interest futures. 

1. Currency futures. Future contracts are available in major convertible currencies on the 
International Monetary Market (IMM) in Chicago, LIFFE in London and the Singapore Money 
Exchange (SIMEX) among others. As in all futures, contract sizes and delivery dates are standardized. 
For instance, one pound sterling contract on the IMM calls for delivery of £ 25,000 against the US 
dollar. The exchange specifies details of the contracts available, sizes, delivery dates, initial and 
maintenance margins. 

Currency futures can be used as an alternative to the forward market as a tool to hedge foreign 
currency receivables and payables. However, such hedges are almost always partial, since the 
transactions arising out of international trade and capital flows will rarely exactly match futures 
contracts as to size, and delivery dates. 

To illustrate: Z has an unmatured dollar payable transaction to the tune of $ 170,000 due on 
25th April on account of imports in January. In February he decides to cover any exchange risk that 
may arise on account of appreciation of the dollar in the futures market. The amount of the LIFFE 
sterling: dollar contract is £ 25,000 and maturity 2nd Wednesday of June. The current spot rate in 
the cash market is $ 1.60 and the June contract is traded at say $ 1.54. He therefore decides to sell 
four June contracts at $ 1.54. Suppose further that on 25th April the spot rate in the cash market is 
$ 1.52 and the June future contract is now trading at $ 1.45. The purchase of $ 1,70,000 in the cash 
market will now cost him £ 113,333.33 or a loss of £ 7,083.33 as compared to the spot rate in 
February when he decided to hedge. In the futures market he can reverse his position and buy back 
the four contracts sold at $ 1.54 at the current rate of $ 1.45 at a profit of 9 cents per pound of 
$ 9,000 which when converted to pounds at the current spot rate is equal to £ 6,000, this compensates 
him to some extent for the loss. However, this is not a perfect hedge as the amounts and maturities 
do not coincide. 

2. Interest futures. The interest futures contract is a useful instrument to hedge interest fluctuations 
risks. Here the underlying commodity is a debt instrument such as a treasury bill, a government bond, 
or a eurodollar deposit. Eurodollar future is the most active interest rate futures contract. The underlying 
commodity is a three-month eurodollar deposit in a conunercial bank. No physical delivery is involved, 
the contract size is $ 1 million and yields are quoted on an ‘add on’ basis. Prices arc quoted as 100 - 
the add-on yield. 

To illustrate: Suppose X has a LIBOR-based floating-rate loan of $ 4.2 million six monthly 
rollover, the next one due on say 15th April. The current level of interest is 7 per cent per annum 
and he is desirous of hedging the interest fluctuations risk on the next rollover. Since the 
eurodollar deposits are for three months and X has to hedge interest for six months, he will have to 
hedge for double the amount. He, therefore, decides to sell eight June delivery $ 1 million interest 
futures contracts at a current price of say 92.75. To understand the working of the hedge further 
consider two possibilities: 

1. Suppose the actual LIBOR on 15th April is 8 per cent per annum. The extra interest on 
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$ 4.2 million for 6 months as compared to the hedged rate of 7.25 per cent is, therefore, $ 15,750.* 
Meanwhile, with the rise in interest rates the June contract price would have fallen to say 91.75. He 
can now buy back the eight contracts at this rate and make a profit of $ 20,000** which would more 
than compensate him for the extra interest cost. 

2. When the actual LIBOR is less, say 6 per cent per annum and the price of the June contract 
is, say 94.25, the lower interest cost on the rollover as compared to the hedged rate would be $ 26,250 
and the loss on buying back the eight contracts would be $ 30,000. It will thus be seen that in both 
the situations, the hedge works though it is not a perfect hedge. 

Currency Options 

Currency options are a valuable risk management tool in uncertain situations when a corporation is 
desirous of hedging a potential exposure. A company that is bidding on a foreign contract in a foreign 
currency and is not assured of success would be unable to resolve its foreign exchange risk dilemma 
through the mechanism of forwards or futures. The advent of currency options has provided the 
alternative. 


Definition and types. A currency option is a contract between two parties which confers on one 
of them (the option buyer) the right but not an obligation to buy/sell a certain amount of a currency 
at a specified price while it imposes upon the other party (option-seller or option-writer), an obligation 
to sell/buy the currency at that price. The right, however, may be exercised before a specified date, 
which is known as the expiration date and the rate is referred to as the strike price.^ To acquire this 
right, the buyer of the option must pay the writer a fee called a premium. 

Options may be categorized in different ways: 

(a) Call or put options. An option may be a call or a put. A call option gives the buyer the 
right to buy the currency. A put option on the other hand denotes the right to sell a currency. 

(b) American and European options. The name has nothing to do with where the option is 
transacted. An American option can be exercised any day upto the final expiration date, while a 
European option can be exercised only on the expiration date. For this added degree of flexibility, 
the American option usually trades at a premium vis-a-vis the European option. 

(c) In, at, or out of the money options. This classification is made on the basis of the relationship 
between the strike and current or spot prices. Where the spot price is above the strike price of a call 
or the spot price is below the strike price of a put, it is termed as an ‘in-the-money’ option. In an 
‘at-the-money’ option, the spot price is identical to the strike price for both call and put options. 
Where the spot price is below the strike price of a call and above the strike price of a put it is termed 
as an out-of-the money option. To illustrate this classification: Suppose spot sterling is trading at 
1.54, the options would be classified as follows: 


4t 


4,200,000 X 


.75 X 1 

100x2, 


15,750 


1^8,000,000 X 


1 


100x4 


20,000 


t The strike price (or exercise price) is the specified price at which the buyer of an option agrees to buy/sell 
the currency. It is decided by mutual negotiation in the OTC market and predetermined according to a set 
formula in the option exchanges. 
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In-the-money 1.55 put option 

1.52 call option 

At-the-money 1.54 call option 

1.54 put option 

Out-of-the-money 1.52 put option 

1.56 call option 

Thus the 1.52 call is profitable or in-the-money to the tune of 2 cents, because sterling is 
trading at 1.54 and one has a right to buy sterling at 1.52. Similarly, the 1.56 call is out-of-the-money 
because if this were the expiration date, the right to buy sterling at 1.56 wouUl have little meaning 
when it is trading at 1.54. 

Options are traded in two marketplaces: organized option exchanges and over-the-counter 
(OTC) markets. The exchange markets have standardized contracts where the option contract size, 
and expiration date are predetermined by the exchange. In the over-the-counter markets on the other 
hand, options are not standardized and the specifications of options are negotiated and fixed between 
the buyer and seller. 

Another distinction between the two marketplaces is that the exchanges traded market is subject 
to a regulatory body which enforces the rights and obligations of the buyer and seller and ensures 
that they satisfy the required margins. In the OTC market there is no intermediary between the buyer 
and the seller of an option enabling corporations to buy tailor-made options. They afford a lot of 
flexibility to the corporate traders with regard to option maturities, which is not available in exchange- 
traded options, since exchanges have standardized expiration dates. Again, the life of exchange- 
traded options ranges from twelve to eighteen months, whereas an OTC option can be of any 
duration. An added advantage of the OTC option is the flexibility of the strike price. Although the 
OTC marketplaces have many inherent advantages, exchange markets offer a centralized secondary 
market where one’s options can be liquidated. International markets trade in options in all major 
currencies viz., the US dollar, the pound sterling, the deutsche mark, the French franc, the Swiss 
franc, and the Canadian dollar. In case of other currencies, branches of foreign banks in the major 
financial centres are generally willing to write options against their home currency. For example, an 
Australian bank in London will write options against Australian dollars. 

Option pricing. Simply stated, an option is worth what the buyer is willing to pay for someone else 
assuming his risks of the hedging, or what the seller deems an acceptable charge as a premium for 
assuming the risks of the buyer. From the traders’ point of view, an option is composed of two major 
factors namely the intrinsic value and the time value. Intrinsic value is the financial gain the buyer 
can realize by exercising the option immediately in an American option and on the expiry date in 
a European option. It may also be expressed as the amount by which the current price is higher than 
the strike price in case of a call or lower than the strike price in case of a put option. Intrinsic value 
cannot be referred to as negative because no one would exercise it and incur a loss. The remaining 
value of an option is its time value. 

The term time value is really a misnomer since the value is composed of several items other 
than the time component of an option. These include volatility of the currency and the foreign interest 
rate. The time value of the option derives from the possibility that the market price of the currency 
will move in a manner so as to make the exercising of the option more profitable than its intrinsic 
vlaue. There can be situations where the spot and strike price are equal, reducing the intrinsic value 
of the call option to zero, but since a non-zero probability always exists in that the price may go up, 
the time value is greater than zero. The overall value thus generally exceeds the intrinsic value and 
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SO would be positive. The value of an option is, therefore, determined primarily by the preconceived 
or expected volatility in the price of the underlying currency. The premium differs according to the 
strike price. Several models are used by the market participants to determine an option’s fair value 
but the most widely used is the German-Kohlhagen model® which itself is an adaptation of the Black- 
Scholes^ call option valuation formula, originally developed for the pricing of stock options. 

Options are a unique hedging tool in situations where the quantity of foreign exchange to be 
received or paid out is uncertain. The exposure manager must, therefore, be able to mix and match 
the various hedging instruments to protect corporate concerns. The better understanding one has of 
the hedging tools, the better will one be able to perform as an exposure manager. An exposure 
manager’s performance will be enhanced by constructing a detailed decision-matrix before making 
a hedging decision. While constructing such a matrix certain factors must be taken into consideration. 
These include: 

1. The type of exposure to be hedged from the point of view of whether the uncertainty is 
actual or contingent. Where the quantity of foreign currency cash outflows is known, a currency 
forward would be the better hedge instrument and when the exposure is contingent, options would 
be more appropriate. 

2. The institutional risk tolerance or risk/reward ratio. Options would be the most probable 
hedge instrument when the risk/reward ratio is low to medium. In case of high risk/reward ratios, 
forwards or futures could be the appropriate hedging tool. 

3. The confidence with which the direction of the price of the currency to be hedged can be 
forecast. Options would be suitable in cases where the confidence is not very high. 

4. Whether the maturity of the exposure is definite or indefinite. If the former, forwards or 
futures would be the most probable hedging tool. However, when the date of exposure is indefinite, 
options would be appropriate. 

5. Assessment of future volatility of the exposed currency. This is often the most important 
factor in deciding whether to use the spot, forward, futures, or options market as the hedge. Options 
are the better choice when high volatility is expected. 

With the emergence of swaps, and more recently the currency options and futures, a borrower 
is in a position to assemble or synthesize a financing alternative offering the best in terms of duration, 
currency denomination, and interest rate structure. By facilitating the interchange of currency and 
interest-rate structures, these new financial products eliminate the currency and interest-rate risks that 
stood as a barrier between the world’s capital markets. 

ACCOUNTING ASPECT 

The accounting aspect of exposure management will be influenced by the type of exposure. As 
already stated, a translation exposure has to be managed within the provisions of the relevant legal 
and professional regulations. The accounting standards issued by professional bodies are more 
pronounced in case of translation exposure.* As regards transaction exposure, the standards generally 
provide for the conventional methods of PERM. The new financial instruments that are flooding the 
markets have yet to draw the attention of standard-setters in most countries. Under the conventional 
methods, forward contracts are the most popular technique resorted to by companies. 

* For greater details see Chapter 4 on foreign currency translations. 



FOREIGN EXCHANGE RISK MANAGEMENT 


311 


Accounting Treatment of Forward Contracts 

This is a controversial issue on account of the fact that forward contracts may be employed for 
diverse purposes. The accountant is primarily concerned with the treatment of forward premium or 
discount* and adjustment of exchange gains or losses on the forward contract. 1 he forward premium 
or discount may be deferred as part of the base of the related item, or it may be written off to net 
income over the life of the related contract. 

As regards the treatment of foreign exchange gains or losses on the forwaid contract it may be 
recognized currently in net income or deferred as part of the base of the relaied item. Much will 
depend on the accounting standard to the effect pronounced in a particular counliy. In the USA, prior 
to the issuance of FAS 8 very little was found in professional accounting literature with regard to 
forward contracts. The first official comprehensive treatment came with FAS 8*^. The subsequent 
pronouncement, FAS 52^^ brought about two modifications in the treatment. Ihese were: 

1. FAS 8 had laid down certain conditions to qualify a forward contract as ‘commitment 
hedge’. These conditions have been relaxed by FAS 52. 

2. Gains or losses which related to a hedge of an exposed net asset or liability position should 
be reported as a separate component of shareholder’s equity instead of being recognized in income 
for the period in which they occur. 

The provisions of the International standard to the effect, IAS 21are similar to those of 
FAS 52. It provides for the premium or discount arising on account of forward exchange contracts 
used as a hedge for identified foreign currency commitments, to be amortized over the life of the 
contract. For short term transactions, the forward specified in the related foreign exchange contract 
may be used as the base for measuring and reporting the transactions. 

The UK standard SSAP 20 makes only a brief mention of forward contracts. Strangely, it does 
not provide for a mandatory treatment on a forward rate. Para 46 states, “Where a trading transaction 
is covered by a related or matching forward contract, the rate of exchange specified in the contract 
may be used.”^^ 

The Canadian standard. Section 1650 of the CICA Handbook^*^ recognizes that companies may 
want to protect themselves against the risk of doing business in foreign currencies. When an item is 
regarded as a hedge of a foreign currency exposure, it should be identified as such and there should 
be reasonable assurance that it will be effective. The standard deals briefly with the accounting 
principles involved. When a purchase or sale of goods denominated in foreign currency is hedged 
before the date of the transaction, the amount established by a hedge is considered to represent the 
translated amount of the purchase or sale. Exchange gains or losses on a monetary item which is 
identified as a hedge by another monetary item are offset against the exchange gains or losses on the 
hedged item. Exchange gains or losses on a monetary item which is hedged by a non-monetary item 
are deferred until the settlement of the monetary item. Where loans or borrowings are intended to 
hedge a net investment in a self-sustaining subsidiary, exchange differences on those loans are treated 
in the same way as exchange differences on the self-sustaining subsidiary, that is deferred as a 
separate component of shareholders’ equity. 

The Indian standard AS 11 which was issued by the ICAI in 1989, was withdrawn with the 
issuance of an exposure draft. Proposed Accounting Standard 11 (Revised) Accounting from the 
Effects of Changes in Foreign Exchange Rates. The revision has been necessitated by the recent 


♦These terms have been explained in Chapter 4. 
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changes in the economic scenario of the country. Subsequently in December 1994 the revised standard 
was issued which provides that, 

An enterprise may enter into a forward exchange contract, or another financial instrument that is 
in substance a forward exchange contract, to establish the amount of the reporting currency required 
or available at the settlement date of a transaction. The difference between the forward rate and the 
exchange rate at the date of the transaction should be recognized as income or expense over the 
life of the contract, except in respect of liabilities incurred for acquiring fixed assets, in which case, 
such difference should be adjusted in the carrying amount of the respective fixed assets.*^ 

Accounting For New Financial Instruments 

The last decade has witnessed a worldwide explosion of new financial instruments made use of by 
corporate treasurers for funding and hedging purposes. The financial activities of business enterprises 
are being revolutionized by these new financial instruments and accounting bodies are finding 
it difficult to keep pace with it. The result is that there is very little standardization with regard to 
the accounting practices for these new financial instruments (NFIs). As Woods and Bullen rightly 
observe. 

To a large extent financial innovation has left financial reporting behind. Innovative instruments 
and transactions have raised accounting questions CPAs have found difficult to resolve using 
existing financial reporting standards. 

The main issues involved in accounting for new financial instruments include off balance sheet 
risk, unjustifiable deferral of losses, and inadequate disclosure of risks. The need for special accounting 
for these innovative financial insunments that may be used as hedging vehicles arises because the 
existing accounting system is historical cost- and U'ansaction-based. Consequently, the effects of 
price and interest-rate changes on many existing assets and liabilities are recognized as income only 
when realized in a later transaction. Problems arise where gains and losses on the underlying assets 
and liabilities are reported in a time period different from that of the gains or losses reported on 
instruments used to hedge these assets and liabilities. The impact of this could be the reporting of 
related offsetting accounts in income during different reporting periods, giving rise to a distorted 
picture. There is need, therefore, to develop a system of accounting which takes care of the peculiar 
characteristics of these new financial instruments. As Steward observes, the accounting challenges 
are to develop special or different accounting (hedge accounting) that addresses these issues and then 
specify the conditions under which this hedge accounting is appropriate.*^ 

The accounting guidance in this regard has been slow. Forward Exchange contracts, as we have 
already discussed, are perhaps the only hedging instruments for which some standardized accounting 
treatment is required in most of the developed and some developing countries. For most of the new 
instruments and transactions there is little accounting guidance. The most revealing pronouncements 
emanate from the FASB in the USA, In 1984 it issued FASB Statement No. 80: Accounting for 
Futures Contracts,*® and in 1990 it came out with another more effective pronouncement SFAS 105: 
Disclosure of Information about Financial Instruments with Off Balance Sheet Risk and Financial 
Instruments with Concentrations of Credit Risk.*^ The lASC has also issued a standard IAS 32 
Financial Instruments : Disclosure and Presentation, operative for financial statements covering periods 
beginning on or after Janua^^ 1, 1996. 

Off balance sheet risk. Such risk exists when the possible accounting loss from a financial 
instrument is not reflected on the balance sheet. The risk of accounting loss from a financial instrument 
may be of three kinds: 
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(a) Credit risk. This risk relates to the possibility that loss may occur because a counterparty 
to the instrument fails to perform as expected i.e. according to the terms of the contract. 

(b) Market risk. The market risk of a financial instrument is the possibility that changes in 
market prices will make the instrument valuable or more burdensome. 

(c) Physical risk. A third risk may arise on account of the possibility oi theft or physical loss. 
Accounting pronouncements are restricted to the first two kinds of risks onh . 

Let us now see how off balance sheet risk may be involved in case of ne\^ financial instruments, 
as against the conventional financial instruments found on the balance sheet. I hese include accounts 
and notes receivable and payable, investments in bonds or stock, accrued expienses etc. In case of 
accounts receivable, for instance, the accounting loss cannot exceed the amt>unl recognized as an 
asset in the financial statement but in case of NFIs such as an interest-rate swaps contract, which 
provides for net settlement of cash receipts and payments thus conveying a right to receive cash at 
current interest rates may impose an obligation to deliver cash if interest rates change in the future. 
The instrument thus involves an off balance sheet risk. Similarly, in case of payables that are 
recognized as liabilities, the possible sacrifice needed to settle the obligation does not exceed the 
amount recognized in the financial statement. However, the ultimate obligation under a financial 
guarantee may exceed the amount that has been recognized as a liability. 

Again, some NFIs may not be recognized as assets or liabilities yet may expose the entity to a 
risk of loss e.g., a forward interest rate agreement which is not recognized unless a loss is incurred on 
settlement but the liability to pay interest differential if any, exists. Hence, it would be regarded as 
having an off balance sheet risk. SFAS 105 mentions examples of NFIs with off balance sheet risk. 
Important among them are: outstanding loan commitments at floating interest rates, standby and 
commercial letters of credit with financial guarantees written, options written, interest rate caps and 
floors written, recourse obligations on receivables sold, obligations to repurchase securities sold, 
outstanding commitments to purchase or sell financial instruments at predetermined prices, futures 
contracts, interest-rate and foreign currency swaps, and obligations arising from financial instruments 
sold short. 

Uiyustiflable deferral of losses. Another risk associated with NFIs is the treatment of losses on 
such instruments. This problem arises on account of absence of accounting guidance in this regard. 
For instance in India, in the absence of any formal guidelines to the effect some companies are 
capitalizing loss on cancellation of forward cover. 

Inadequate disclosure of risks. One of the objectives of financial reporting is to provide the users 
of the statement with information that would aid in decision-making. However, in the absence of 
standards or statutory requirements to the effect, such off balance sheet risks are not reported in the 
financial statements. The FASB, however, focused first on how to improve the disclosure of information 
about financial instruments. Accordingly, in November 1987 it issued an ED: Disclosure about 
Financial Instruments. This ED was revised in July 1988 ^d finally issued as a standard SFAS 105 
in March 1990. The standard provides for the following disclosures: 

1. The face, or contract amount (or notional principal amount if there is no face or contract 
amount). 

2. The nature and terms of the NFIs including a minimum discussion on the credit and market 
risks, cash requirements of these instruments and relating policies. 
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Exhibiti 2.9 Financial Instruments and Off-Balance Sheet Risk 


Off-balance sheet risk 


Financial Instrument 

Holder* 


Issuer** 

Traditional items; 

Accounts and notes receivable and payable 

No 


No 

Bonds 

No 


No 

Cash 

No 


No 

Common stock 

No 


No 

Loans 

No 


No 

Innovative items: 

Collateralized mortgage obligations 

No 


No 

Financial guarantees 

No 


Yes 

Interest rate caps and floors 

No 


Yes 

Loan commitments 

No 


Yes 

Letters of credit 

No 


Yes 

Options 

No 


Yes 

Swaps (interest rate and currency) 

Fon/vard contracts 

Futures contracts 

Both Counterparties*** 

Yes 

Yes 

Yes 


Source: Joan LordI Amble, The FASB's new ED on Disclosure, Journal of Accountancy, November 1989, p. 68. 
* Holder includes buyer and investor. 

** Issuer includes seller, borrower and writer. 

'^'^’^For swaps, forward contracts and futures contracts risks are assessed in terms of the position held by the 
company hence both parties. 

3. The loss the party would incur if the counterparty failed to perform. 

4. The entity’s policy of requiring collateral or other security to support the NFIs, it accepts 
and a brief description of the collateral security presently held. 

5. Disclosure of information about significant concentration of credii risk in individual 
counterparties or group of counterparties engaged in similar activities. 

THE INDIAN SCENARIO 

The structure and functioning of the foreign exchange market of India is shaped to a large 
extent by developments in the International foreign exchange markets on. the one hand, and the 
exchange rate policy on the other. India is currently at the periphery of the process of globalization 
of financial markets. The gradual opening up of our economy and the progressive relaxation of 
controls, are creating opportunities for forging increasingly strong links with major players in the 
world markets. Accordingly, the Indian market has undergone growth and sophistication during 
the last decade due to the revolutionary changes that have overtaken the foreign exchange 
markets abroad and the changing environment within the country. Apart from the growing trade and 
external flows, the growth of the market in recent years is attributable to the active support provided 
by the Reserve Bank of India (RBI) through facilities for refinancing export bills, spot and forward 
purchases of currencies and encouragement to opening of more foreign exchange centres, and 
domestic interbank deals, rather than recourse to cover in overseas markets. The entry of a number of 
foreign banks and their active involvement in the foreign exchange business has also contributed to 
the growth of the market. Prior to an analysis of PERM practices in India it would be appropriate to 






FOREIGN EXCHANGE RISK MANAGEMENT 


315 


throw some light on the monetary system and the structure of the foreign exchange market 
in India. 

Monetary System in India 

The current monetary system in India has evolved over a number of years. Historically, the value of 
the rupee was determined in diverse ways. It was first pegged to the sterling, then to the dollar, 
followed by reversion to the sterling and finally to a multi-currency basket 

Sterling period. Britain abandoned the gold standard in 1931. Several countnes, however, continued 
to peg the value of their national currencies to the Sterling. These included primarily members of the 
Commonwealth (except Canada), the Scandinavian countries, Ireland, Icelanvl Egypt, Portugal, Iraq 
and India. India thus became part of the Sterling Bloc, the parity of the rupee being fixed at one 
shilling six pence. The preservation of this rate marked the beginning of exchange controls in India. 
They were formally finally introduced in 1939 and the Foreign Exchange Regulation Act was passed 
in March 1947. 

With the advent of the International Monetary Fund (IMF) in 1944, India as a member was 
required to intimate the exchange rate of the rupee either in terms of gold or the US dollar. India 
opted for gold, but the parity was so decided as to preserve the rupee/pound parity. The pound was 
devalued against the dollar in September 1949 by 30.5 per cent. India, however, continued to preserve 
the pound/rupee parity as the Sterling area accounted for a major share of its foreign trade. The first 
major devaluation of the rupee took place in 1966 by 36.5 per cent. 

From sterling to dollar. When the pound was again devalued in November 1967, by 14.3 per cent, 
India did not follow suit, instead it delinked from the sterling. However, the devaluation of the pound 
reduced the dollar value of India’s sterling reserves. As the dollar assumed importance in international 
markets, India linked the rupeee to the dollar in 1971. This dollar peg was, however, indirect as the 
sterling continued to be the intervention currency. 

Return to sterling. As a result of the Smithsonian agreement, the major currencies were realigned 
in December 1971 and the rupee depreciated against the pound by 5.1 per cent. In December 1971, 
the rupee returned to the sterling peg at a parity of Rs 18.9677 to a pound. Fluctuations of plus/minus 
2.25 per cent around the parity were permitted. When the pound was floated in June 1972, the rupee 
followed suit. There were minor revaluations of the rupee against the pound in June and July 1972. 
Subsequently as the pound depreciated again.st the major international currencies, so did the rupee. 
There was another minor revaluation of the rupee against the pound in July 1975. 

The Basket The sterling peg came to an end in September 1975 and was replaced by a basket peg. 
The intention was to impart more stability to the external value of the rupee in a situation where the 
major international currencies were all floating. Accordingly, the value of the rupee was pegged to 
the value of a basket. The composition of the basket is confidential, both with regard to the currencies 
that figure in the basket and the weights assigned to them*. The actual operation of the system is also 
shrouded in secrecy. 

The July 1991 devaluation and exim scrips. Till July 1991, there were only gradual adjustments 
in the value of the rupee, with exceptions of course in 1949 and 1966. But on July 1, 1991, the 
rupee was adjusted downwards by 7-9 per cent against the five major currencies namely the 
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US dollar, the deutschc mark, the yen, the pound sterling and the French franc. There was a further 
downward adjustment of around 11 per cent on July 3, 1991. Cumulatively, this amounted to a 
downward adjustment of 18-20 per cent against the major international currencies. This devaluation 
was followed by sweeping changes in trade policy announced on July 4, 1991. The cash compensatory 
scheme was abolished. As part of the liberalisation package, the Rep (Replenishment) scheme was 
modified and enlarged and was christened as Exim Scrips, which could be freely traded in. 

The partially convertible rupee. The exim scrip system was discontinued in February 1992. The 
scheme ran into difficulties primarily on account of the drop in premium on the scrips. In the same 
union budget, the government announced the partial convertibility of the rupee on the current account. 
Under the scheme, 40 per cent of all foreign exchange earnings through export of goods and services 
had to be surrendered at the official rate determined by the RBI. The remaining 60 per cent could 
be sold at market-determined rates, announced by the Foreign Exchange Dealers’ Association (FEDA) 
in consultation with a group of banks on each working day through authorized dealers in foreign 
exchange. The RBI formalized the entire mechanism as the Liberalized Exchange Rate Management 
System (LERMS). 

The fully convertible rupee. If the union budget for 1992-93 was remarkable, that for 1993-94 
was even more commendable. It had been generally predicted that within the framework of LERMS, 
the official/market ratio would change to 25/75 or 20/80. Instead, the rupee became fully convertible 
on current account. To quote from the budget speech, 

The system (LERMS) has worked fairly well and the market exchange rate has been remarkably 
stable. The existence of a dual rate, however, hurts exporters and other foreign exchange earners 
who have to surrender 40 per cent of their earnings at the official rate, getting the benefit of the 
higher market rate only on 60 per cent. Many exporters have said that this amounts to a tax on 
exporters of goods and services, whose continuation cannot be justified at a time when exports 
must receive our fullest support. There is merit in this point of view, and the experience of the past 
year gives ground for confidence that we can unify the exchange rate and still manage the balance 
of payments with a reasonable degree of stability in the exchange rate. The government has 
therefore decided to eliminate the dual exchange rate arrangement. All exporters, as well as other 
foreign exchange earners such as our workers abroad will henceforth be allowed to convert 100 per 
cent of their earnings at the market rate.^® 

Simultaneously, all imports now have to be paid for at the market rate. This means higher rupee 
costs for all imports that had earlier taken place at the official rate. Full convertibility, however, does 
not mean a complete absence of exchange control, and many of the conditions of LERMS will remain 
for some time. The erosion in the value of the rupee notwithstanding, it has come a long way 
since 1947. 

Exchange Rate Mechanism 

The exchange rate mechanism in India had evolved from the RBI’s selling and buying rates for the 
pound sterling. Until 1966, the RBI extended the facility of buying and selling pound sterling ready 
and six months forward, from and to authorised dealers in cover of their merchant transactions. The 
RBI has been adjusting the external value/rupee parity since September 1975; periodically to begin 
with, but in later years almost daily and sometimes twice or thrice a day. With effect from 
January 1, 1984 the sterling rate schedule was abolished and the accounting procedure for import/ 
export transactions was streamlined. From February 1987, the RBI commenced the sale and purchase 
of US dollars in cover of conunercial transactions denominated in that currency. In July 1987 the RBI 
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extended this facility to cover transactions in other currencies like the deutsche mark, Swiss franc and 
Japanese yen. As stated earlier, in March 1992 India adopted the dual exchange rate system, and in 
March 1993 the government announced the full convertibility of the rupee on current account. 

There are three type of players in the foreign exchange market in India, those who have import 
liability but are not export earners, those who have export earnings but no import liability, and those 
who have import liability in one currency and export earnings in other currencies. 

Most of the companies having foreign currency exposure lack expenise in managing their 
assets and liabilities. Therefore, due to the fluid situation of the economy, the corporate sector in 
India is always looking for hedges in the foreign exchange market, particularly companies that have 
no foreign earnings but have to finance essential capital imports. Since the demand for covers is high, 
a virtual seller’s market has come into being in India. This is the reason for itie high cost of covers. 
The cost of swap is concomitant to the interest rate differential between the two currencies. 
The swap cost generally matches the difference between the spot and forward rates of the dollar, but 
in the Indian market the swap cost works out to be much higher. The effective rate in India went 
upto 20-22 per cent in 1992-93. 

Foreign Exchange Management in India 

Till the advent of liberalization, foreign exchange management by companies in India meant at best 
obtaining forward cover for their export and import transactions. The changed situation over the past 
two years has led to a wider range of hedging techniques becoming available in the form of currency 
and interest swaps, with or without a cap, combined with the freedom to book and cancel forward 
contracts at will, has transformed the role of the treasury from being a centre of passive foreign 
exchange management to one of aggressive profit-making. The introduction of cross-currency options 
is likely to further accentuate this trend as companies become increasingly proactive in their search 
for profit opportunities in the area of foreign exchange transactions. 

Currently the main products available to Indian companies are: 

Suppliers’ credit With international interest rates at a historical low, average cash credit in India 
is still in excess of 15.5 per cent. It is not surprising that companies are increasingly looking to 
overseas funding not only for long-term capital investment but also for their working capital 
requirements. Not only is such credit available at fairly attractive rates of LIBOR plus 1.5 to 2 per 
cent, but with the rupee remaining fairly stable companies that have been bold enough to take the 
risk of leaving themselves uncovered have found substantial savings in costs. Currently, some 
companies in India have been able to source their credit at rates as low as LIBOR plus 1.5 per cent. 
Even after adding the premium in case of forward booking this still leaves a clear saving of 7-8 per 
cent. Access to suppliers’ credit of upto one year is permitted by the RBI as long as the interest on 
such credit is not in excess of the prime rate overseas. 

Interest rate swaps. Companies can swap their floating-rate liability to a fixed-rate liability or vice 
versa, depending on which way the rates are anticipated to move. At the same time as a further 
hedging mechanism, the floating rate can be combined with an interest-rate cap. This has the effect 
of protecting the company from an upward movement in interest rates beyond a certain specified cap 
or ceiling. 

Cross-currency swaps. The present stability of the rupee means that the opportunities companies 
had at the time of partial and then of fiill convertibility are no longer available. Money-making 
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opportunity is, however, still available to a corporate client in the guise of currency swaps. If a 
company’s earnings are in dollars but it has to make payment in DMs and the dollar is likely to fall 
against the DM, the company is likely to find itself paying heavily for no fault of its own. The 
solution then would be to swap the DM liability into a dollar one. Since the company’s earnings are 
also in dollars it will not be affected by any adverse movements. In addition to merely hedging in 
this fashion, companies are now permitted to take an aggressive stance also. Cross-currency forward 
positions can be taken by companies even when they have a dollar/rupee exposure. Such positions 
can be liquidated at suitable rates to book profits. 

Currency swaps. Companies can also swap anticipated cash flows in one currency with another. 
Foreign currency inflows and outflows are often in different currencies and an aggressive player 
could increase the value of future inflows and decrease that of future outflows by switching them to 
suitable currencies. When inflows are switched from a depreciating currency to an appreciating one, 
the rupee value of the inflows is enhanced. Similarly the rupee cost of future outflows can be 
decreased by moving into a depreciating currency. 

Forward contract Companies with substantial exports/imports or overseas borrowings can book 
forward contracts and cancel them whenever rate movements provide an opportunity to book profits. 
However, though a number of companies profited from such transactions during February/March 
1993, such opportunities have gone down drastically on account of the present stability of the rupee. 

Options. Since January 1994, companies in India have been permitted to buy only cross-currency 
options. As stated earlier, options confer the right but not the obligation to buy/sell a fixed amount 
of a particular currency at a predetermined strike price either before or on a specific maturity dale. 
For example, if a company buys an option to buy dollars three months hence at a strike price of 
Rs 32.40 and the actual price falls to Rs 32.30 it need not exercise the option but if it rises to 
Rs 32.60 it can buy at the previously agreed price. The price that the company pays for this facility 
is known as the option premium. Companies in India have, however, not been permitted options 
involving the rupee, as the pricing of an option requires a benchmark interest rale which does not 
exist in the case of the rupee. 

It will thus be seen that the choices before Indian companies are still limited as compared to 
those available to their counterparts in the West. (Some of the more important ones have already been 
discussed in the section on new financial instruments.) 

SUMMARY 

As corporations enter the international milieu they are faced with new dimensions of risk. Among 
these the most important is the financial risk. In general, financial risks relate to fluctuations in 
exchange- and interest-rates. An exposure management strategy should address itself to the 
interpretation of exposure the company ought to be concerned with. There are wide differences 
between the various exposure concepts which include translation, transaction and economic exposure. 
In the past, the objectives of FERM stressed on protection against loss and were thus defensive. In 
recent times, however, it is viewed as challenge which affords an opportunity to make a profit. The 
basic exchange risk management strategies can be aggressive or defensive. 

While formulating a FERM programme the different types of exposure need to be identified, 
classified and collated in terms of the foreign currencies involved and their related time frame. A host 
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of techniques are available to cope with the exchange risks. The internal action techniques include 
price consideration, settlement, netting, leading and lagging, matching, and adjustments of debt 
patterns etc. In actual practice, not all these techniques are available due to corporate or regulatory 
constraints. 

The external action techniques traditionally include forward exchange contracts and parallel 
loans. During the 1980s, however, there has been a proliferation of new financial instruments. 
Important among them are swaps, caps, floors, forward rate agreements, financial futures and currency 
options. 

The accounting aspect of exposure management is greatly influenced by types of exposure and 
the accounting standard issued by the standard-setting bodies. The main issues involved in accounting 
for new financial instruments include off balance sheet risk, unjustifiable defenal of losses and 
inadequate disclosure of risks. 

In India, till the advent of liberalization, foreign exchange managemeni by companies meant 
at best, obtaining forward cover for their export and import transactions. The scenario has, however, 
changed over the past two years. The wide range of hedging techniques av iilable in the form of 
currency and interest swaps combined with the freedom to book and cancel fc*rward contracts at will 
has transformed the role of the treasury from being a centre of passive foreign exchange management 
to one of aggressive profit-maker. The introduction of cross-currency options in January 1994 is 
likely to further accentuate this trend. Though the choices available to Indian companies at present 
are limited as compared to their counterparts in the West, the doors have been opened and the other 
alternatives would also be within their reach in the not too distant future. 

REVIEW QUESTIONS 

1. Risk is an inherent fact of all business, what additional risks do companies entering the international 
milieu face? 

2. How would you define exposure? What are its different interpretations? 

3. Explain economic exposure. How is it different from transaction exposure? 

4. What are the objectives of risk management? Also examine the strategies available for it. 

5. “Forecasting of exchange rates is one of the most difficult aspects of PERM and most executives 
involved in exposure management would readily concede that exchange rates cannot be forecast, 
yet in actual practice they do attempt it as part of their PERM programme.” Comment. 

6. Examine the important internal action techniques available to an organization. What are their 
limitations? 

7. What is a forward exchange contract? Explain with the help of an example how it can be used 
for covering transaction exposure. 

8. Explain the different types of swaps prevalent today. What are the fundamental objectives they 
attempt to achieve? 

9. What are the different types of financial futures available? How does a future differ from a usual 
forward contract? 

10, “Currency options are a valuable risk management tool in situations of uncertainty.” 
Comment. 

11. Explain with the help of an example the accounting treatment of a forward contract. 
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12. Examine the main issues involved in accounting for new financial instruments. Has anything 
been done to tackle them by accounting bodies the world over? 

13. Examine the important changes that have taken place in the Monetary System in India in recent 
years. 

14. What are the main products available to Indian companies to manage their foreign exchange 
risk? Would you consider them adequate? Explain your position. 
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APPENDIX A SAMPLE EXPOSURE REPORT 
Format for an Income Statement Exposure Forecast 


Income statement 
category 

Items translated at current 
exchange rates 

Items translated at historic 
exchange rates 

Total 

exposure 

1 

Local 

currency 

amount 

Foreign 

currency 

amount 

Conver¬ 
sion rate 

Local 

equivalent 

rate 

Local 

currency 

amount 

■ 


Local 

equivalent 

rate 

Revenues 
(By category) 

Less: Cost of 
sales 

(By category) 

Gross profit 

Less: Expenses 
(By category) 
Earnings before 
interest and tax 
Less: Interest 

Earnings before 
tax 

Less: tax 

Net income 

Net exposed 
position 

Net covered 
position 

Net uncovered 
position 






































1 




































Source: Exposure Draft 3 ‘Proposed International Management Accounting Practice on Foreign Currency Exposure Risk 
Management’, IFAC, 1989. 

* Local equivalent rate represents the rate in the country of trading, which may not be the same as the conversion rate. 
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APPENDIX B SAMPLE EXPOSURE REPORT 
Format for a Balance Sheet Exposure Forecast 


Balance sheet 
category 

Items translated at current 
exchange rates 

Items translated at ‘listoric 
exchange rates 

Total 

exposure 

Local 

currency 

amount 

Foreign 

currency 

amount 

Conver¬ 
sion rate 

Local 

equivalent 

rate 

Local 

currency 

amount 

Foreign 

currency 

amount 

Convet- 
sion ra'e 

Local 

equivalent 

rate 

Current assets 
(By category) 
Fixed assets 
(By category) 










Total assets 










Current liabilities 
(By category) 
Long-term 
liabilities 
(By category) 










Total liabilities 










Shareholder 

funding 

(By category) 




1 






Total equity 




j 






Total liabilities 
and equity 

Net covered 
position 










Net exposed 
assets/liabilities 
Net covered 
assets/liabilities 










Uncovered net 
position 











Source: Same as Appendix A. 
* As for Appendix A. 
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APPENDIX C SAMPLE TRANSACTIONAL CASHFLOW REPORT 
Transactional Cashflow Exposure Forecast 



Weeks, Months or Quarters 
(Detail in separate columns) 

Total 

Receipts (By currency) 

Payments (By currency) 



Net receipts/payments 
(By currency) 



Forward Cover 

— Receipts (By currency) 

— Payments (By currency) 



Net forward cover 
(By currency) 



Unmatched surplus/deficit 
(By currency) 

1 



Source: Same as Appendix A. 
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International Taxation 


INTRODUCTION 

At first glance, the inclusion of a chapter on taxation in a treatise on international accounting may 
appear to be irrelevant but the problem of tax planning and coordination in the international sphere 
has acquired new dimensions in recent years, both at the macro and micro levels. Various developments 
have contributed to this increasing concern. It is an established fact that the progress of the world 
economy depends on the evolution of the national economies and the relations between them. It is, 
therefore, in the interest of all countries that the flow of both, money capital and technical know-how 
is encouraged. This entails international fiscal coordination. The formation of economic unions, the 
financing of joint efforts such as the UNO, and the rising awareness of the maldistribution of income 
globally, making the promotion of the flow of investments from developed to developing countries 
imperative, all point towards the need for greater global tax harmonization. This is particularly 
relevant for India in the wake of the dramatic developments that have taken place recently. The 
economic liberalization in the country has unleashed the winds of change, inviting greater foreign 
participation in equity capital and making the rupee convertible. These moves need to be supplemented 
with supportive tax measures. 

At the micro level also, tax planning has become an extremely complex but vital aspect of 
international business. It exercises a pervasive influence on all aspects of multinational operations. 
Whether the decisions relate to foreign investment, financial structure, determination of cost of 
capital, transfer pricing or marketing of the product, they are all coloured by tax implications. Every 
country possesses its own array of taxes, making it imperative for executives of MNCs to understand 
the diversities prevalent between corporate taxation in different countries. This chapter seeks to 
examine the problems of inter-individual and intemation equity which arise when the tax policy is 
extended from a national to an international setting, and the possible solutions to these problems 
particularly in the Indian context. 

EVOLUTION OF THE PROBLEM 

Every country while exercising its sovereignty has the right to decide how it chooses to tax the 
foreign income of its residents and the income of foreigners which originates within its borders. 
Similarly, it must decide how its product and sales taxes are to apply to its imports and exports. 
Consequently, the tax system of one country clashes with the tax system of other countries, unless 
the tax policy decisions are made in conjunction with them. In other words, when the tax policy is 
extended from a national to a global milieu, the problem of inter-individual equity needs to be 
reconsidered. Besides, intemation equity is an added dimension. In an effort to maximize its revenue, 
each country tries to secure the largest slice of the tax cake. The share-out of funds is a constant bone 
of contention between countries. Diverse tax systems thus result in double taxation of the income 
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distorting inter-individual equity. Before going into the detailed cause-and-effect of double taxation 
it would be appropriate to dwell on the concept of interindividual equity. 

CONCEPT OF INTER^INDIVIDUAL EQUITY 

One of the important tenets of taxation propounded by economists and social philosophers like 
Adam Smith is ‘equity’ which means that the distribution of the tax burden should be equitable, 
everyone should be required to pay his or her ‘fair* share towards the cost of the government. Though 
equity generally forms the basic criterion for tax structure design, there is no consensus on how the 
term‘fair share* is to be defined. Two approaches are particularly discernible, the first strand of 
thought rests on the so-called benefit principle. Accordingly, an equitable tax system would be one 
under which each tax payer’s contribution to the exchequer is in line with what he or she receives 
from the public services. The second approach rests on the principle of ‘ability to pay*. It is guided 
by the rule that people should contribute to the expenditure of the government in tune with their 
ability to pay. Thus, persons with comparable ability should pay the same tax, while people with 
greater ability should pay more. 

Adam Smith’s first canon of taxation combines both the benefit and the ability to pay 
approaches: 

The subjects of every state ought to contribute towards the support of the government as nearly as 

possible in proportion to the revenue which they respectively enjoy under the protection of the 

state.* 

Neither of the two approaches is, however, easy to interpret and operate. Valuation of expenditure 
benefits for particular tax payers is a prerequisite for effective implementation of the benefit principle. 
Adoption of the ‘ability to pay’ approach requires an appropriate measure of ability, so as to require 
people with equal capacity to pay the same, while people with greater ability are required to pay 
more. The former is referred to as horizontal equity and the latter as vertical equity. The indices in 
vogue to measure ability are income, consumption and wealth. Notwithstanding their limitations, 
both principles have important though restricted application in designing an equitable tax 
structure. 

When the jurisdiction of the tax structure of any country is enlarged to activities beyond its 
national frontiers, this principle of inter-individual equity is disturbed. 

To illustrate: Suppose A and B are two individuals, resident in country X. A has an income of 
60,000 Foreign Currency units (FCUs) B on the other hand, has invested some money in a business 
in India and has an income of Rs 1,200,000, which when converted into FC units at an assumed rate 
of exchange of 1 FCU = Rs 30, amounts to 40,000 FCUs; he also earns 20,000 FCUs in country X. 
Assume further that the rate of tax applicable to income in country X is 37 per cent. The principle 
of horizontal equity requires that A and B pay the same amount of tax i.e. 37 per cent of 60,000 FCUs 
which is equal to 22,200 FCUs. But this will not happen: B will’be required to pay tax in India on 
the income he earns in India, over and above what he pays in country X, unless some measures are 
introduced to equalize his tax burden. This is a problem of inter-individual equity. 

A further and distinct equity problem which arises in such situations is determining how the 
tax levied is to be divided among the treasuries of both countries i.e. should the income earned in 
India by B be subject to tax in India only, or ought it to be taxed in country X only, or as the last 
alternative, should it be taxed in both countries? Double taxation is the most widely debated though 
not the only aspect of the problem of international taxation, since it is responsible for a multitude of 
international disputes. It is, therefore, necessary to see why the problem arises. 
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FACTORS THAT GIVE RISE TO DOUBLE TAXATION 

The basic pattern of taxing incomes is more or less uniform throughout the uorld in that income is 
charged to tax in the hands of the person who derives it, at the place where it was derived or where 
the person resides. The problem areas in this regard are: 

1. Identifying the person who has derived the income, particularly in case of companies and 
partnership concerns. 

2. Locating the place where the income accrues or arises. For instance, in cases where a 
product is manufactured in one country and sold in another, either directly tw through a branch or 
an agent. 

3. Quantifying the tax liability after making allowances for the legitimate expenses incurred 
in earning the income. 

Overcoming the above-mentioned problems is only half the battle. As Srinivasan has rightly 
observed. 

It will be oversimplification of the problem if it is assumed that once it is known that a person is 
found in possession and enjoyment of funds which he claims to constitute his income from a 
specified source, located at a particular place, he can be straightaway subjected to tax accordingly.^ 

The nature of the income has an important bearing on the quantification of the tax liability. The 
controversy centres around whether income should be taxed at the place where the concerned assessee 
resides and carries on the business or profession, or whether tax should be levied where the assessee 
has any significant activity or investment yielding any income, i.e. at the residence of the assessee 
or at the site of the source of income. The problem is further complicated by lack of rules to 
determine residence. The reasons for double taxation may broadly be classified as follows: 

Dual Residence 

It is a general and well recognised rule that income may be taxable in a jurisdiction either if it has 
its source there or if its recipient is a resident of that jurisdiction. Since the criteria for determining 
residence vary considerably from country to country, a tax-payer may be subject to two tax jurisdictions. 
For individual assessees generally physical presence is the test of residence. This diversity in the 
criteria for determining residential status of an assessee is aptly expressed by Grundy, 

The United States while imposing a comparatively heavy burden on the accidental resident has for 
many years permitted non-resident aliens a surprising amount of physical presence within its 
frontiers, provided they continue to have a clear and established residence elsewhere. The United 
Kingdom by contrast, seems overeager to pounce on the visiting foreigner, to a point where the 
individual who has a place of abode available for his use in the UK will be regarded as a resident 
there in any fiscal year in which he so much as sets foot in the country.^ 

In Japan also a resident is an individual with a domicile in Japan or one who stays in Japan 
for a period of one year or longer. In India, the test of residence is for a specified number of days.* 
An itinerant individual must thus bear in mind that by becoming a resident for tax purposes in a new 
jurisdiction, he does not necessarily cease to be a resident, for tax purposes, in the old one. This dual 
domicile may result in the same income being taxed twice, because the residential status of an 
assessee generally has an important bearing on the scope of his total income for tax purposes. 


For details sec section 6 of the Income Tax Act of India given in Appendix A. 
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For determining the residential status of corporations, countries may adopt any one or more of 
the five alternative tests available namely, 

1. Incorporation test 

2. Primary place of business activity test 

3. Residence or nationality of shareholders test 

4. Nationality of management test 

5. Location of control test 

In India the incorporation test and location of control test are applicable for determining the residential 
status of companies. Under the provisions of the Income Tax Act, a company is a resident, if it is 
an Indian company (incorporation test) or if the control and management of its affairs is situated in 
India (location of control test). Similarly, in UK the test applied is place of management and 
control. Analogously, in West Germany also residence is determined by the centre of control. In USA 
on the other hand, the government has authority to tax income arising outside the country and 
received by a corporation domiciled in the USA. In Japan the head or principal office test is applied 
to distinguish between Japanese and foreign corporations for tax purposes. Thus it is possible for a 
corporation to find itself within the tax jurisdictions of two countries. For instance, if a company X 
is incorporated in India but its management and control is in UK, the company will be resident in 
both countries. 

Varying Source of Income Rules 

Source of income is an important determinant of jurisdiction of the tax authority. The diversity 
prevalent in the source of income rules in different countries also gives rise to double taxation of 
income. For example, in one country the domestic law may provide that the profits accrue at a place 
where the contract is signed, whereas in another the source rule may depend on the place of business 
or place of execution of the contract, thus subjecting the same income to dual tax jurisdictions. 

Differences in Tax Base and System for Computation of Income 

A great deal of diversity exists in the tax base adopted by different countries. This is on account of 
the fact that the choice of a tax base cannot be made in a theoretical vacuum. It depends on the 
structure of the economy in which the tax is being levied and the tax handles which the structure 
provides. In an agricultural society for instance, where most of the income is derived and consumed 
by farmers, a tax on property or cattle would offer a more feasible way of approximating taxable 
capacity as compared to income. Again, choosing a proper indicator of economic capacity is only a 
first step in designing an equitable tax structure, a second equally important step is application of the 
index—be it income, consumption or wealth, to complex economic and legal institutions. This process 
involves a host of technical and complicated issues such as taxation of corporations, treatment of 
capital gains, treatment of depreciation and so on. In this context the remarks by Musgrave and 
Musgrave deserve mention, ‘'Since the economy itself is complex and tax laws must be tailored 
thereto, no single concept of tax base can be implemented to perfection**.^ Thus the definitions of 
taxable income may be highly divergent among various nations resulting in degrees of difference 
between accounting income and taxable income. 

The influence of taxation on accounting varies from negligible in the UK to the dominant in 
France. In countries like the UK, USA, Netherlands and India, for instance, the requirement for 
financial accounting to present a fair view to shareholders overrides any taxation rules. As a 
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consequence, numerous adjustments to accounting profit are required in order to arrive at the taxable 
income. On the other hand, in countries such as France, Germany and Japan, the needs of taxation 
have been dominant in the evolution of accounting practices and the taxable income corresponds 
closely to the accounting profit. The system for computation of profits for tax purposes also differs 
from country to country. For instance, in case of a company having its head ^)ffice in one country 
and a permanent establishment in another, the rules regarding allocation of profits to the permanent 
establishment may vary. Similarly, the basis of transfer pricing between the head office and the 
permanent establishment is a point of reference. The two countries may have different guidelines 
with regard to adjustments of intercorporate transfer price. 

NEED FOR RELIEF AGAINST DOUBLE TAXATION 

Following the Second World War, many countries in Asia and Africa gained independence and 
directed their efforts at putting their economies on the path of progress, an effort practically impossible 
to achieve without the flow of funds from abroad. The desirability of promoting greater inflow of 
foreign investment to developing countries on conditions which are conducive politically, economically, 
and socially has been frequently affirmed at international forums. The important complementary role 
of foreign private capital flows and investments in the economic development particularly through 
the transfer of resources, managerial and administrative expertise, and technology, of developing 
countries cannot be underestimated. Double taxation of income which is against the principles of 
horizontal inter-individual equity, hinders the free flow of capital across national frontiers. Also, 
developing countries which have necessarily to look to developed nations for advanced technology, 
larger capital and expertise generally provide some incentives in the tax structure to attract foreign 
capital. Double taxation has the effect of nullifying the effects of such incentives and hence the need 
to provide relief to the assessee against double taxation of his income. 

METHODS OF RELIEF 

The measures of relief from double taxation have the effect of mitigating or reducing the burden 
on the taxpayers. Such relief may be provided through a unilateral or a bilateral approach 
(see Figure 13.1). 


METHODS OF RELIEF 



UNILATERAL 
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Fig* 13*1 Methods of relief from double taxation. 


Unilateral Relief 

Unilateral relief as the name suggests, comprises relief measures taken by one country alone. Since 
it is in the interest of developing countries such as India, to induce its residents to earn as much 
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income as possible in foreign exchange and also to import foreign capital and suitable technology for 
industrial development, their tax structure generally contains provisions for relief against the burden 
of double taxation. Unilateral relief may be in the form of 

1. Exemption of foreign income 

2. Foreign tax credit 

3. Deduction of tax paid abroad as an expenditure 

4. Investment credit 

Exemption of foreign income. Under this form of unilateral relief, the income may be exempted 
from tax either by the country where the recipient resides or the country of source. Such relief is 
generally available in case of income of permanent establishments, incomes from real estate situated 
abroad and on foreign dividends received by domestic companies. The Indian tax laws have also 
made considerable use of this method of providing relief, details of which are discussed in a latter 
section. 

Foreign tax credit This form of relief {permits an assessee to credit the tax paid in one country 
against the tax liability in the home country. In other words, if the taxpayer has paid tax in the source 
country, he/she can claim a credit in the country of residence in respect of such tax paid. If, however, 
the rate of tax is higher in the country of residence as compared to the country of source, the assessee 
will be required to pay the difference in the country of residence. No refund is however, generally given 
to the taxpayer if the tax rate is higher in the source country than in the country of residence. This 
system is prevalent in the United States and is in line with a concept of international equity which states 
that the country of income origin should not discriminate but may apply its own rates to the earnings 
of foreigners; and the granting of a credit by the country of primary residence, though involving a 
revenue loss to that counu^’s treasury, is in line with the international view of inter-individual equity. 

Deduction of tax paid abroad as an expenditure. Very little relief is provided to the taxpayer 
under this method, since the taxpayer is only allowed to treat the tax paid in a foreign country as an 
expenditure and deduct it from the total income arising in the country of primary residence. For 
example, if X an Indian resident has income arising in a foreign country to the tune of 1,000 FCUs, 
on which he pays a tax of 300 FCUs = to Rs 9,000 at an assumed rate of 1 FCU = Rs 30. Suppose 
further that X's total taxable income in India inclusive of the foreign income is Rs 95,000. He will 
be permitted to deduct Rs 9,000 paid as tax abroad as an expenditure which will mean a relief of 
merely Rs 2,700, i.e. 9,000 x 3 (30 per cent being the rate of tax applicable to him in India).* 

Investment credit This method permits a percentage of the capital invested abroad to be deducted 
from income in the country of residence. The percentage will depend upon the expected rate of return 
on capital in that country. 

UNILATERAL RELIEF IN INDIA 

India, being a developing country, has necessarily to look to the developed nations for capital, 
expertise and better technology. With this end in view, the Income Tax Act in India offers several 

* According to the tax rates applicable to an individual assessee for the assessment year 1993-94. 
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tax subsidies to residents with income from abroad and incentives to non-residents investing in India. 
Deductions are permitted in respect of 

Projects Outside India 

An Indian company or a person other than a company who is resident in India is allowed a fifty per 
cent deduction in respect of his profit and gains derived from the projects, including construction of 
buildings, roads, dams, bridges and other structures and the assembly or installati<>ns of any machinery 
or plant outside India, provided that the consideration for the execution of such projects is payable 
in convertible foreign exchange [Section 80 HHB]. 

Royalties from Foreign Enterprises 

Similarly, a taxpayer, whether an Indian company or a person other than a company, who is resident 
in India and receives royalty, commission, fees or any similar payment from (he government of a 
foreign state or a foreign enterprise, will be eligible for deduction of an amount equal to fifty per cent 
of the income brought into India in convertible foreign exchange subject to the conditions set out in 
Section 80-0 of the Act. 

Remuneration Received for Educational Assignments from Abroad 

Section 80R of the Act provides for a deduction, where the gross total income of an individual, who 
is a citizen of India, includes any remuneration received by him outside India from any university 
or other educational institution established outside India, for services rendered by him as a professor, 
teacher or research worker in such university, institution or association or body. The deduction 
allowed is an amount equal to fifty per cent of the remuneration; or seventy-five per cent of such 
remuneration as is brought into India by or on behalf of the assessee in accordance with the Foreign 
Exchange Regulation Act (FERA) and any rules made thereunder, whichever is higher. 

Professional Income from Foreign Sources in Certain Cases 

Authors, playwrights, artists, musicians, actors, or sportsman (including atheletes) who are residents 
in India, are also allowed a deduction from their professional income from foreign sources. The 
deduction allowed is equal to fifty per cent of the income or seventy-five per cent of such income 
as is brought into India by or on behalf of the assessee in accordance with the FERA provisions, 
whichever is higher [Section 80RR]. 

Remuneration for Services Rendered Outside India 

Where an individual who is a citizen of India, receives any remuneration from his employer, whether 
a foreign or an Indian concern, for services rendered outside India, he ordinarily qualifies for a 
deduction from such remuneration of an amount equal to fifty per cent of the remuneration; or 
seventy-five per cent of such remuneration as is brought into India, by the assessee in accordance 
with the FERA provisions; whichever is higher. The deduction is available subject to the following 
conditions: 

1. In the case of an individual who is or was, immediately before undertaking such service, in 
the employment of the Central or State Government, only if such service is sponsored by the Central 
Government; 

2. In the case of any other individual, only if he is a technician, and the terms and conditions 
of his services are approved by the Central Government [Section 80RRA]. 
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Tax Concessions to Non-Residents in India 

With a view to encouraging the flow of foreign exchange remittances into India, and investments in 
India by non-resident Indian citizens and foreign nationals of Indian origin, special provisions relating 
to certain incomes have been made. Several items of income which are derived or which can be 
deemed to be derived by non-residents in India have been specifically exempted from tax though 
liable otherwise. These incomes will enjoy tax exemption in India, despite this not being reflected 
in or not being admissible under any of the tax treaties. However, whether the concerned assessees 
will retain the benefit in their assessments in their home country is doubtful, where there are no tax¬ 
sparing provisions in the relevant treaties. These concessions include: 

News agency. No income shall be deemed to accrue or arise in India to a non-resident engaged in 
the business of running a news agency or of publishing newspapers, magazines or journals, or from 
activities which are confined to the collection of news and views in India for transmission out of 
India [Explanation (c) to Section 9(1 )(i)]. 

Shooting of cinematograph films. In case of a non-resident being an individual, who is not a 
citizen of India or a firm which does not have any partner who is a citizen of India or who is a 
resident in India, or a company which docs not have any shareholder who is a citizen of India or who 
is resident in India, no income shall be deemed to accrue or arise in India to such individual, firm 
or company through or from operations which are confined to the shooting of any cinematograph 
films in India [Explanation (d) to Section 9(1 )(i)]. 

Purchase of goods for export. In case of a non-resident, no income shall be deemed to accrue or 
arise in India to him through or from operations whi6h are confined to the purchase of goods in India 
for the purpose of export [Explanation (b) to Section 9(l)(i)]. 

Tax payable by government or an Indian concern on behalf of foreign company or non-resident. 

Where a foreign company derives income by way of royalty or fees for technical services received from 
the Government or an Indian concern in pursuance of an agreement made by the foreign company with 
the government or the Indian concern and approved by the Central Government, and the tax on that 
income is payable, under the terms of the agreement, by the Government or the Indian concern, the tax 
so paid shall not again be subjected to tax as the foreign company*s implied income [Section 10 (6A)]. 

A similar provision exists in Section 10 (6B) for exemption with regard to tax payable by the 
Government or the Indian concern on income other than salary, royalty, or fees, for technical services 
rendered by either a foreign company or any non-resident other than a company, in pursuance of an 
agreement. 

Fees for providing technical services relating to the security of the country. Any income arising 
to a foreign company notified by the Central Government in the official gazette, by way of fees for 
technical services, received in pursuance of an agreement entered into with that Government for 
providing services in or outside India in projects connected with the security of India [Section 10 (6C)]. 

Interest on notified securities or bonds. Any income by way of interest on such securities or 
bonds as may be notified by the Central Government in the official gazettee (including income by 
way of premium on redemption of such bonds) received by a non-resident is exempt from tax 
[Section 10(4X0]. 
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Interest on non-resident (external) accounts. Clause (4)(ii) of Section 10 gives tax immunity to 
interest on moneys standing to the credit of an individual resident outside India, as defined in clause 
(g) of Section 2 of the Foreign Exchange Regulation Act, 1973, in a Non-Resideni (External) Account 
in any bank in India. 

Interest payable on money borrowed abroad. Clause (15)(iv) of Section 10 exempts from 
Indian income tax, interest receivable by a non-resident entity outside India in respect of moneys 
advanced to the Government, an industrial undertaking in India or to a scheduled bank, subject to the 
conditions laid down in the section. 

Interest on NRI bonds. This provision not only exempts interest on bonds notified by the Central 
Government e.g. NRI bonds, in the hands of the non-resident, but also grants this advantage to the 
nominee or survivor of the non-resident or the individual to whom the bonds have been gifted by the 
non-resident Indian. The exemption is, however, subject to the condition that such bonds are purchased 
by the non-resident Indian in foreign exchange and the interest and principal on the same is not 
allowed to be taken out of India. 

Lease rental paid for aircraft. Any payment made by an Indian company engaged in the business 
of operation of aircraft, to acquire an aircraft on lease from the government of a foreign state or 
a foreign enterprise* under an agreement approved by the Central Government in this behalf 
[Section 1(X15A)]. 

The above-mentioned deductions and exemptions available to residents and non-resiuents in 
India are given with a view to attracting foreign exchange into the country. They have the impact 
of reducing the tax liability of the assessee. The next section discusses the relief provisions 
where tax has been paid by the assessee in the foreign country, and he is subject to tax in India 
also. 

Unilateral Relief where no Double Tax Avoidance Treaty Exists 

Section 91 of the Income Tax Act contains provisions for relief in case of income accruing or arising 
to an assessee in any country with which India has not so far entered into an agreement, and the 
assessee is subjected to tax in both countries on the same income. The relief is admissible in the 
following cases. 

Foreign income of a resident The relief in respect of foreign income is admissible subject to the 
conditions that 

1. The tax payer should be a resident in India during the previous year 

2. The income should have accrued or arisen outside India 

3. The assessee should have already paid tax on the income in another country, by way of 
deduction or otherwise 

4. The income is taxable in India and no double taxation ‘avoidance treaty exists with that country. 

Agricultural income fkt>m Pakistan derived by a resident Prior to the partition of the country 
agricultural income arising from territories now forming Pakistan was wholly exempt from income 

* For the purpose of this clause ‘foreign enterprise’ means a person who is a non-resident. 
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tax, being excluded from total income of the assessee. After the partition of the country, agricultural 
income arising in Pakistan is to be included in the total income of the resident taxpayer for Indian 
tax purposes. Since the assessee has paid tax on that income in Pakistan, Subsection (2) of Section 91 
provides for relief in such cases. 


Share of non-resident partner in the foreign income of resident registered firm. The third relief 
is allowed to a non-resident partner of a registered firm resident in India, in respect of its foreign 
income if 

1. The taxpayer is non-resident in India in the previous year 

2. The taxpayer is assessed on his/her share in the income of a resident registered firm 

3. Such share income includes any income accruing or arising outside India 

4. The income so included is taxed both in India and in a foreign country with which India has 
no DTA agreement 

5. The taxpayer has paid the tax on the income in such foreign country. 

Quantum of Relief 

The relief in respect of the doubly taxed income is determined in the following manner: 

1. First tax is calculated on the doubly taxed income at the Indian rate of tax. 


Indian rate of tax 


Income tax payable in India 
Total income 


2. Then tax is calculated on the doubly taxed income at the rate of tax in the foreign country. 
The rate of tax in the foreign country means income tax and super tax actually paid in the said 
country in accordance with the corresponding laws in force in the said country after deduction of all 
reliefs due (but before deduction of any relief due in the said country in respect of double taxation), 
divided by the whole amount of income as assessed in the said country. Thus: 


Foreign rate of tax 


Amount of tax actually paid in said country 
Total income as assessed in said country 


3. The income tax payable in India is then reduced by the lesser of the two amounts as 
calculated in (1) and (2) above. 


BILATERAL RELIEF 

The bilateral relief approach focuses on treaties for the avoidance of double taxation (DTA). 
These treaties have in recent years progressed far beyond mere technical measures for the avoidance 
of double taxation and have become instruments for the improvement of international economic 
relations. Such treaties generally cover rules regarding determination of sources of income between 
the treaty partners in addition to dealing with provisions regarding competent authorities for 
consultations and exchange of information. Thus the underlying idea of a tax treaty is to secure a 
clear-cut demarcation of the zones of taxation between two such countries according to the nature of 
transactions from which income is derived and percentages of that income which each dominion is 
entitled to tax. Depending on their coverage, these treaties may be termed as comprehensive or partial. 
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EVOLUTION OF DOUBLE-TAX AVOIDANCE AGREEMENTS 

The evolution of the problem of overlapping jurisdictions can be traced to the Middle Ages in 
Europe, when the Canonists and Theologians debated the respective claims of political allegiance and 
economic allegiance with property tax. TTiese twin demands were based on the personal obligation 
of the owner to the country of domicile and the local imports based on the location of the property. 
In India, the problem owes its origin to the imposition of income tax in 1860, which led to numerous 
petitions being presented to the House of Commons seeking exemption from payment of tax either 
in the UK or in India, on all incomes and profits which were already subject t(' tax in either of the 
two countries. A solution to the problem was found by persuading the dominions to set their tax rates 
at half of the rates prevalent in UK. This step was expected to provide relief to ihe taxpayer in India 
and other dominions, because the UK Finance Act ot 1920, permitted the tax paid in a dominion to 
be used as a credit against the tax liability in the UK upto a maximum of cne-half of the rates 
(including supertax) to which the individual taxpayer might be liable in the UK. 

The makeshift accommodation formula could not, however, be applied to other countries with 
different tax systems. Hence, efforts were directed to the establishment of common principles of 
taxation of foreign source incomes through the good offices of the League of Nations. The committee 
set up by the League of Nations, however, failed to resolve the conflict of interest between the 
residence and source countries; there appeared to be a distinct bias in favour of the principle of 
residence.* However, the Model Bilateral Convention Draft prepared by the League of Nations in 
1945 reflected a changed view i.e. the responsibility for tax relief was shifted to the state of residence, 
which could offer credit against the foreign tax upto an amount representing the domestic tax liability 
in the foreign source income. The efforts of the international organizations continued in this direction 
and culminated in the OECD Model in 1977 and the UN Model in 1980. 

The OECD Model 

The Organization for European Economic Cooperation (OEEC) undertook the task of preparing a 
draft convention for avoidance of double taxation. It could not, however, concretize the effort and 
the unfinished task was taken over by the Organization for Economic Cooperation and Development 
(OECD) set up in 1961 which came out with a model to the effect in 1977.^ This model is by and 
large made use of by the developed countries when signing DTA agreements with other developed 
countries. The model comprises thirty articles covering various aspects such as scope of the 
convention, definition of important terms particularly the term ‘permanent establishment’ in details. 
Articles 6-21 relate to taxation of incomes, covering incomes from immovable property, business 
profits, shipping, inland waterways transport and air transport, dividends, interest, royalties, capital 
gains, dependent personal services, directors’ fees, artists’ and athletes’ pensions, government servants, 
students etc. Article 22 deals with taxation of capital. The model provides for two methods of 
elimination of double taxation—the exemption method and the credit method. The next five articles 
contain special provisions with regard to exchange of information, nondiscriminatory treatment to 
nationals of the contracting state, territorial extension of the convention etc. The last two articles deal 
with the timing of when the convention comes into force and its termination. 

The United Nations Model 

Various organs of the UN such as the General Assembly, the UN Economic and Social Council 

* In this context, the principle of residence would mean the permanent home of a natural person and the centre 
of management for a juristic person like a company, in the allocation of jurisdiction to tax income. 
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(UNESCO) and the United Nations Conference on Trade and Development (UNCTAD) have frequently 
in their resolutions affirmed the desirability of promoting greater inflow of foreign investments to 
developing countries on conditions to their advantage. The OECD model, it was felt, did not fully 
achieve this objective, hence the need for another model convention. Consequently, in 1968 the UN 
Secretary-General, set up an Ad hoc Group of Experts on tax treaties between developed and developing 
countries. The Group comprised tax officials and experts from Argentina, Chile, France, the German 
Democratic Republic, Ghana, India, Israel, Japan, the Netherlands, Norway, Pakistan, Phillipines, 
Sudan, Switzerland, Tunisia, Turkey, the UK and the USA. Sri Lanka was added in 1972 and Brazil 
in 1973. The Model Convention prepared by the Group of Experts was published in 1980^ and is now 
adopted as the standard draft for tax treaties concluded between the developed and developing 
nations of the world. 

Comparison of the Two Models 

The UN Model represents a compromise between the source principle and the residence principle, 
though it gives greater weightage to the source principle than docs the OECD Model. Both Model 
Conventions do not contain any special provisions with regard to partnerships. The Contracting 
States are left free to examine the problems concerning partnerships, in their bilateral negotiations 
and to agree upon such special provisions as they may find necessary and appropriate. There are, 
however, a number of differences between the two models. 

The first difference between the two models relates to the scope of the convention. Whereas 
the OECD model is applicable to taxes on income and on capital, the UN model puts, ‘and on capital’ 
in brackets, thus making it optional for the contracting parties to delete this if it is not intended to 
include an article on the taxation of capital. Similarly, the related Article 22 on taxation of capital 
is also bracketed. In Chapter II of the conventions which contain the definition of important terms, 
differences exist with regard to Article 4 defining resident and Article 5 which explains the term 
permanent establishment. Article 4 of the UN Model Convention reproduces Article 4 of the OECD 
Model Convention with one substantive change namely, the deletion of the second sentence of 
paragraph 1 i.e. ‘But this term does not include any person who is liable to tax in that State, in respect 
of only income from sources in that State or capital situated therein. The sentence was omitted 
because it was felt that it could have a considerably broader impact. Nevertheless, it may be 
appropriate to use it in treaties between countries which lax the income of residents, on a worldwide 
basis. 

Though the UN Model incorporates a number of provisions of Article 5 of the OECD Model 
some of the provisions have been amended and others added, keeping in view the needs of the 
developing countries. Para 3 of the UN model contains a new provision dealing with the furnishing 
of services, including consultancy services which are not covered specifically in the OECD model. 
The reason for such inclusion is that since the provision of such services in developing countries by 
corporations of industrialized countries often involved very large sums of money, the profits from 
such services should be taxed by developing countries in certain circumstances. Again, para 6, which 
is a special provision on insurance does not correspond to any provision of the OECD model but was 
included because of the common feeling of the Group that the OECD definition of permanent 
establishment was not adequate to deal with certain aspects of the insurance business. Members from 
developing countries expressed the view that taxation of insurance profits in the country where the 
premiums were being paid was desirable and should take place independently of the status of the 
agent. Members from the developed countries, however, disagreed with this opinion. In view of the 
difference in opinion, the Group agreed that the case of representation through independent agents 
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should be left to bilateral negotiations which could take account of the methods used to sell insurance 
and other features of the insurance business in the countries concerned. 

As regards taxation of income from immovable property, there is no difference between the 
two Models. Article 6 of the UN model reproduces Article 6 of the OECD rnodel. Differences, 
however, exist with regard to taxation of business profits. In particular, para 5 of the OECD model 
which states, “No profits shall be attributed to a permanent establishment by reason of the mere 
purchase by that permanent establishment of goods or merchandise for the ciUerprise", has been 
excluded. The Group of Experts could not reach a consensus on provisions relating to the matters 
covered by the para, hence they decided to include a note indicating that the questions of whether 
profits should be attributed to a permanent establishment by reason of a mere pui\ base by it of goods 
or merchandise should be settled by bilateral negotiation. Similarly, para 3 'f the article while 
retaining the text of the OECD model adds new provisions formulated by the Group. This reads: 

However, no such deduction shall be allowed in respect of amounts, if any. paid otherwi.se than 
towards reimbursement of actual expenses) by the permanent establishment to the head office of 
the enterprise or any of its other offices, by way of royalties, fees or other similar payments in 
return for the use of patents or other rights, or by way of commission, for specific .services 
performed or for management, or except in the case of a banking enterprise, by way of interest on 
moneys lent to the permanent establishment. Likewise, no account shall be taken in the determination 
of profits of permanent establishment for amounts charged (otherwise than towards reimbursement 
of actual expenses), by the permanent establishment to the head office of the enterpri.se or any of 
its other offices, by way of royalties, fees, or other similar payments in return for the use of patents 
or other rights, or by way of commission for specific services performed or for management, or 
except in the case of a banking enterprise by way of interest on moneys lent to the head office of 
the enterprise or any of its other offices. 

These provisions stemmed from the proposal by members of developing countries, who felt 
that it would be helpful to include all the necessary definitions and clarifications in the text, with a 
view, in particular to assisting developing countries. 

Considerable differences exist with regard to the taxation of income from the business of 
shipping, inland waterways transport, and air transport. The UN model provides for two alternatives 
contained in Article 8A and 8B. Article 8A is similar to the article in the OECD model. Article 8B 
however, contains substantive changes as compared to the OECD model, in that it deals separately 
with profits from the operations of aircraft and profits from operations of ships which are covered 
in paras 1 and 2 respectively. This change was necessitated to protect the interests of the developing 
countries. Most members from the developing countries asserted that they were not in a position to 
forgo even the limited revenue to be derived from taxing foreign shipping enterprises as long as their 
own shipping industries were not fully developed. However, since no consensus could be arrived at 
on a provision concerning the taxation of shipping profits be included in the article, the group left 
it to be settled by bilateral negotiation. 

Certain changes were made in the provisions relating to taxation of dividends as contained in 
Article 10 of the OECD model which reads: !» 

However, such dividends may also be taxed in the Contracting State, of which the company paying 
the dividends is a resident and according to the laws of that Stale, but if the recipient is the 
beneficial owner of the dividends the tax so charged shall not exceed: 

(a) 5 per cent of the gross amount of the dividends, if the beneficial owner is a company (other 
than a partnership) which holds directly at least 25 per cent of the capital of the company 
paying the dividends; 

(b) 15 per cent of the gross amount of the dividends in other cases (para 2). 
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The UN model makes two changes to these provisions: firstly, it has deleted ‘5 per cent’ in 
subparagraph (a) and ‘15 per cent’ in subparagraph (b) and replaced it with ‘a certain percentage (to 
be decided through bilateral negotiations). Second it has replaced ‘25 per cent’ in subparagraph (a) 
with ‘10 per cent’. This change was made in view of the needs of the developing countries. The 
members from the developing countries, who basically preferred the principle of taxation of dividends 
exclusively in the source country, considered that the adoption of the percentages of the gross 
amounts of the dividends used in the OECD model would entail too large a loss of revenue for the 
source country. The Group, however, failed to reach a consensus on the percentage of the gross 
amount of dividends to be used. Similarly the replacement of 25 per cent by 10 per cent takes account 
of the fact that in some developing countries non-residents are limited to a 50 per cent share of 
ownership, so that 10 per cent represents a significant portion of such permitted ownership. 

Tliere are two important differences in the provisions with regard to taxation of interest. These 
changes have been made in paras 2 and 4 of the OECD model. Para 2 of the OECD model states: 

However, such interest may also be taxed in the Contracting State in which it arises and according to 
the laws of that State, but if the recipient is the beneficial owner of the interest, the tax so charged 
shall not exceed 10 per cent of gross amount of the interest. The competent authorities of the 
Contracting State shall by mutual agreement settle the mode of application of this limitation 
(Para 2). 

The UN model has replaced the phrase ‘shall not exceed 10 per cent of the gross amount of 
the interest’ by ‘shall not exceed a certain percentage of the gross amount of the interest (to be 
established through bilateral negotiation)’. This case was necessitated by the fact that there was a 
strong feeling on the part of the members of the developing countries that they should have the 
exclusive, or at least the primary, right to tax interest. They, however, agreed to a compromise 
solution of taxation by both the country of residence and the source, as embodied in the OECD model 
but found the ceiling of 10 per cent unacceptable. The second amendment has been made in para 4 
of the article. In order to extend the ‘force of attraction principle’, the UN model excludes interest 
which is paid in connection with the business activities described in subparagraph 1(c) of Article 7 
even if the business activities are not carried on through a permanent establishment or a fixed base. 

Substantial differences are visible in the provisions with regard to taxation of royalties in the 
two models. Members of the developing countries expressed the view that in order to facilitate the 
conclusion of tax treaties between the developed and developing countries, the primary right to tax 
royalties should be given to the country where the income arose, that is, the source country. The 
argument put forward by them was that patents and processes were generally licensed to 
developing countries after they had been fully exploited elsewhere. They arrived at a stage when the 
expenses incurred in connection with their development had already been largely recouped. Keeping 
in view the opinion voiced by members of the developing countries the UN model has made 
substantive changes in Para 1, besides adding two new paras i.e. 2 and 5. Para 1 of the OECD model 
reads: 


Royalties arising in a Contracting State and paid to the resident of the other Contracting State shall 
be taxable only in that other State, if such resident is the beneficial owner of the royalties 
(Para 1). 

The UN model amends this para by deleting the last part of the sentence—‘if such resident is the 
beneficial owner of the royalties’ and adds a new para i.e. para 2 which reads: 

However, such royalties may also be taxed in the Contracting State in which they arise, and 
according to the laws of that State, but if the recipient is the beneficial owner of the royalties, the 
tax so charged shall not exceed... per cent (the percentage is to be established through bilateral 



INTERNATIONAL TAXATION 


339 


negotiation) of the gross amount of the royalties. The competent authorities of the Contracting State 
shall by mutual agreement settle the modes of applicability of this limitation. 

Para 3, which defines royalties, also broadens its scope by inclusion of a few additional items. 
Para 5 which concerns the definition of the source of royalties represents an inno vation as compared 
to the OECD text. 

The text on Capital Gains in Article 13 of the UN model is a compromise acceptable to the 
members of both developed and developing countries. The model contains two additional provisions in 
paras 4 and 5. Para 4 seeks to prevent avoidance of taxes on the gains from tht' sale of immovable 
property. Avoidance of taxes on such gains is possible through incorporation of such property. It is, 
therefore, necessary to tax the sale of shares in such a company. This is especially so in cases where 
ownership of the share carries the right to occupy the property. The purpose of introduction of the para 
would be achieved if it is applicable regardless of whether the concerned company is a resident of 
the Contracting State in which the immovable property is situated or a resideni of another State. 

Para 5 confers on the Contracting State the jurisdiction to lax the gains on the sale of shares 
(other than those mentioned in para 4) of a company, which is a resident of that State. For administrative 
reasons the right is, however, restricted to a sale of substantial participation. The determination 
of what percentage will constitute substantial participation is left to bilateral negotiation. The para 
reads: 


Gains from the alienation of shares other than those mentioned in para 4 representing a participation 
of... per cent (percentage to be established through bilateral negotiation) in a company which is 
a resident of a Contracting State may be taxed in that State (Para 5). 

In the provisions with regard to taxation of income derived from independent personal services, 
the UN model contains two new exceptions in addition to the one contained in Article 14 of the 
OECD model. These exceptions give the source country the right to tax such income. The first 
exception (which also exists in the OECD model), provides that such income may be taxed in the 
source country if the individual has a fixed base regularly available to him for performing his 
activities in that State. The second exception introduced in the UN model extends to the source 
country the right to tax such income if the individual is present in that country for at least 183 days 
in the fiscal year, even if there is no fixed base. According to the third exception, the right to tax 
such income is conferred on the source country, if the remuneration for services performed in the 
source country exceeds a certain amount (to be detennined by bilateral negotiation) and only if the 
remuneration is derived from a resident of the source country, or from a permanent establishment or 
fixed base of a resident of any other country, which is situated in that country. 

There is no difference between the two models regarding the taxation of dependent services and 
income earned by artists and athletes (Articles 15 and 17). 

Article 16 of the OECD model deals with provisions relating to director’s fees only, the UN 
model reproduces the article but adds a new second para dealing with payments received by top level 
managerial personnel. 

In the provisions dealing with taxation of pensions and social security payments, however, 
there is considerable difference between the two models. Tbe UN model provides for two alter¬ 
natives i.e. Articles 18A and 18B. Article 18A is very similar to the relevant provision in the 
OECD model and assigns to the country of residence the exclusive right to tax pensions and 
other similar remuneration. It departs from the OECD Article, by granting to the source country 
the exclusive right to tax when the payments involved arc made within the framework of a public 
scheme which is part of the social security system of that State or political subdivision or a local 
authority there. 
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The second alternative contained in Article 18B provides for the country of residence and the 
country of source sharing the right to tax pensions and other similar remuneration when the payments 
involved are not made within the framework of a public scheme which is part of the social security 
system of a State or a political sub-division or a local authority thereof. Thus, although para 1 of the 
article recognizes the right of the country of residence to tax pensions and other similar remuneration, 
it leaves open the possibility that the source country may also be conferred the right to tax such 
income if the payment involved is made by either a resident of that country or a permanent establishment 
situated therein. The second alternative thus particularly takes into account the opinion expressed by 
members of the developing countries that pensions should not be taxed exclusively in the beneficiary’s 
country of residence. They argued that since pensions were in substance a form of deferred 
compensation for services performed in the source country, they should be taxed in the source 
country as normal employment income would be. They further pointed out that pension-flows between 
developed and developing countries were not reciprocal and in some cases there was a substantial 
net outflow from the developing country. 

The provisions relating to taxation of remuneration and pension in respect of government 
service contained in Article 19 are the same in both models. However, in Article 20 which deals with 
payments received by students and apprentices, the UN model contains a new provision dealing with 
grants and scholarships and remuneration from employment not covered by para I. 

In respect of grants, scholarships and remuneration from employment not covered by paragraph I, 
a student or business apprentice described in paragraph 1 shall, in addition, be entitled, during such 
education or training, to the same exemptions, relief or reductions in respect of taxes available to 
residents of the State which he is visiting (Article 20 Para 2). 

The UN model leaves the provisions regarding taxation of capital as contained in Article 22 of 
the OECD model to be formulated in bilateral negotiations. Both models adopt the same approach 
regarding methods for elimination of double taxation, hence both provide for the use of the exemption 
method and the credit method [Articles 23A and 23B]. The special provisions with regard to non 
discrimination as contained in Article 24 is the same in both models. There is, however, some difference 
in the next article i.e. Article 25 on special provisions, which deals with mutual aereement procedure. 
The first three paras of the article are the same. In para 4, the UN model has deleted the second sentence 
of the OECD provision and added two new sentences. The relevant para of the OECD model reads: 

The competent authorities of the Contracting States may communicate with each other directly for 
the purpose of reaching an agreement in the sense of the preceding paragraphs. When it seems 
advisable in order to reach an agreement to have an oral exchange of opinions, such exchange may 
take place through a commission consisting of representatives of the competent authorities of the 
Contracting States (Para 4). 

The italicized portion of the para has been deleted and replaced by a new provision which reads as 
follows: 

The competent authorities, through consultations, shall develop appropriate bilateral procedures, 
conditions, methods and techniques to facilitate the above-mentioned bilateral actions and the 
implementation of the mutual agreement procedure. 

Regarding the provision relating to exchange of information, the UN model reproduces Article 26 of 
the OECD model, with three substantive changes, namely 

1. The phrase ‘and in particular for the prevention of fraud and evasion of such taxes’ has been 
inserted in the first sentence; 
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2. The phrase, ‘and where originally regarded as a secret in the transmitting state’ has been 
inserted in the fourth sentence; and 

3. A new last sentence has been added. 

It must be mentioned here that the words, “in particular for the prevention of frau l or evasion of such 
taxes”, was inserted at the request of the members of the Group mainly from the de veloping countries, 
who wanted to emphasize that the exchange of information under Article 26 di I cover the puipo.se 
of preventing fraud and evasion. 

An analysis of the above-mentioned differences between the two model 'onvenlions reveals 
that the UN model is more conducive to the interests of the developing coum ies, and should be 
adapted by them when signing treaties with developed countries. 

DOUBLE TAX AVOIDANCE (DTA) AGREEMENTS IN INDIA 

The Government of India has been vested with powers to enter into an agreement with a foreign 
country, under Section 90 of the Income Tax Act for the purpose of avoidance of double taxation. 
The specific objectives for which such an agreement may be entered into arc 

1. Granting of relief in respect of income on which income tax has been paid under the Act 
and in a foreign country 

2. Avoidance of double taxation on income under the Act and under the corresponding law in 
force in that country 

3. Exchange of information for the prevention of evasion or avoidance of income tax chargeable 
under the Act or under the corresponding law in force in that country or investigation of cases of such 
evasion or avoidance; 

4. Recovery of income tax under the Act and under the corresponding law in that country. 

The agreements entered into under this provision are notified in the official gazette. The 
agreements concluded by India in the last decade have been based on the UN model with suitable 
modifications necessary to reflect the Indian laws and the law of the countries with which the 
agreements are concluded. This fact is well reflected in the number of articles contained in the 
agreements. The number ranges from as low as 21 (the agreement with Greece) to as high as 32 (the 
agreement with Norway). India has one of the largest networks of bilateral treaties for avoidance of 
double taxation. The treaties are both comprehensive and partial. India has concluded 40 comprehensive 
agreements,* the latest with Spain in February 1993 (see Table 13.1). The effective number, however, 
stands at 39, because with the unification of the Federal Republic of Germany with the Geiman 
Democratic Republic on 3rd October, 1990, the agreement entered into with the Government of the 
German Democratic Republic ceased to be effective after December 31, 1990** and it was agreed 
to, by the Governments of India and the Government of the Federal Republic of Germany to extend 
the DTA agreement entered into between the two, to the five new states as well as part of the Land 
Berlin of the erstwhile Germany Democratic Republic. 

The agreement with the erstwhile USSR continues to be effective as the Russian Federation has 
expressed its desire to exercise the rights and fulfil the obligations arising from the agreement 
concluded with the erstwhile USSR, which was agreed to by the Indian Government. The 

* This is the number upto 8-2-1993. 

** Vide circular No. 659, dated 8th September 1993. 
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Table 13.1 India’s Comprehensive Tax Treaties 


Country 

Notification date 

Remarks 

Austria 

5-3-1965 


Australia 

22-1-1992 


Bangladesh 

8-9-1992 


Belgium 

6-6-1975 

Modified 2-3-1988 

Brazil 

31-3-1992 


Canada 

25-9-1986 


Czechoslovakia 

25-5-1987 


Denmark 

25-9-1989 


Federal Republic of Germany 

13-9-1960 


Finland 

20-11-1984 


France 

18-2-1970 


German Democratic Republic 

2-3-1990 

Ineffective from 31-3-1990 

Greece 

17-3-1967 


Hungary 

13-3-1987 


Indonesia 

4-2-1988 


Italy 

8-4-1986 


Japan 

1-3-1990 


Kenya 

20-8-1985 


Korea 

26-9-1986 


Libyan Arab Jamahurya 

1-7-1982 


Malayasia 

1-4-1977 


Mauritius 

6-12-1983 


Nepal 

5-12-1988 


Netherlands 

27-3-1989 


New Zealand 

27-3-1987 


Norway 

9-9-1987 


Poland 

12-2-1990 


Romania 

8-2-1988 


Singapore 

18-1-1982 


Spain 

8-2-1993 


Sri Lanka 

19-4-1983 


Sweden 

27-3-1989 


Syria 

25-6-1985 


Tanzania 

16-10-1981 


Thailand 

27-6-1986 


UAR 

30-9-1969 


UK 

23-11-1981 

Revised agreement signed 25-1-1993 

USA 

20-12-1990 


USSR 

4-9-1989 


Zambia 

18-1-1984 



comprehensive treaties cover all items of income, while limited treaties cover only incomes from 
international air transport or shipping or both and estate duty. India entered into 19 limited (partial) 
agreements of which 17 are effective (see Table 13.2), 14 deal exclusively with air transport. 4 
exclusively with merchant shipping, and one relates to estate duty. The agreement with the USA 
covers both air transport as well as merchant shipping. From the tables it will be noticed that India 
has two agreements with the erstwhile Czechoslovakia, GDR. the UK, the USA and the Russian 
Federation (erstwhile USSR). In case of Czechoslovakia alone, the limited agreement covering shipping 
profits supplements the comprehensive treaty since there is no article on shipping in the latter. The 
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Table 13.2 India’s Limited Double-tax Avoidance Treaties 


Country 

Coverage 

Notification 

date 

Remarks 

Afghanistan 

Aircraft 

30-9-1975 


Australia 

Air Transport 

19-11-1983 

Ineffective 

Bulgaria 

Carriage of cargo 

15-4-1977 


Czechoslovakia 

Merchant Shipping 

3-6-1980 


Ethiopia 

Aircraft 

4-1-1978 


German Democratic Republic 

Merchant Shipping 

27-4-1979 

Ineffective 

Iran 

Aircraft 

28-5-1973 


Kuwait 

Air Transport 

31-3-1983 


Lebanon 

Aircraft 

28-6-1969 


Oman 

Air Transport 

27-3-1985 


Pakistan 

Air Transport 

29-8-1989 


People’s Democratic Republic of Yemen 

Air Transport 

12-7-1988 


Saudi Arabia 

Air Transport 

30-12-1992 


Switzerland 

Aircraft 

28-8-1958 


Union of Soviet Socialist Republics 

Merchant Shipping 

23-12-1976 

See note below* 

United Arab Emirates 

Air Transport 

8-11-1989 


United Kingdom of Great Britain 

Estate Duty 

30-6-1956 


United States of America 

Ships and Aircraft 

15-6-1989 


Yemen Arab Republic 

Air Transport 

1-1-1987 



* The Russian Federation has expressed its desire to exercise the rights and fulfil the obligations arising from the DTA 
Agreement concluded by the erstwhile USSR, hence the agreement continues to be effective. 


limited agreement with Australia stands withdrawn after the signing of the comprehensive agreement. 
In case of the USA, however, both the comprehensive treaty and the limited treaty covering only 
shipping and air transport are concurrent and applicable. The UK treaty covers estate duty, which has, 
for the time being, been abolished in India. 


BROAD FEATURES OF INDIA’S DTA AGREEMENTS 

While negotiating DTA agreements, the tax authorities try to ensure that the tax in the source country 
is not so high as to discourage investment. The details of the treaties vary with the economic 
importance of the country and the circumstances peculiar to each country. However, a general 
approach to the agreements is discussed here. 

Personal Scope 

A treaty is applicable only to residenU of either or both of the Contracting States entering into it. 
Hence, a person (including an artificial legal entity) who is not a resident of either of the countries 
will not be covered by the treaty. For instance, a multinational company which has business in both 
the countries but is not incorporated nor controlled and managed in either of them, cannot claim any 
benefit under any of the provisions of the treaty. 

Scope of Taxes Covered 

The treaty specifies the taxes covered by it in case of both the Contrating States, and also generally 
includes a provision for its application to identical or substantially similar taxes which are imposed 
after the date of signature to the treaty. With regard to Indian taxes, the taxes generally covered are 
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the income tax including any surcharge and the surtax which was imposed earlier under the Companies 
(profits) Surtax Act of 1964. In case of the other Contracting State with which the treaty is entered 
into, the taxes range from only income tax to a list of eleven taxes. In our agreements with countries 
like Kenya, Nepal, Mauritius, Syria, and Singapore, the treaty covers only the income tax of these 
countries. The treaty with Denmark includes eleven taxes under its purview covering taxes like 
church tax, seamen’s tax, hydrocarbon tax, and old age pension contribution. The seamen’s tax is also 
covered in agreements with Finland, Norway, and Sweden. Our agreements with Sweden and Germany 
(FRG earlier) cover unique taxes like Profit sharing tax, and Trade tax. 

Permanent Establishment 

A common feature of all DTA treaties is the definition of the term ‘permanent establishment’, 
because though this expression does not find a place in the Income Tax Act in India, it has gained 
general recognition and acceptance in all countries. The DTA agreement (convention) provides that 
an enterprise of one country is taxable in another country only if it maintains a permanent establishment 
there. The agreement, therefolre, spells out the ingredients that go to make a permanent establishment 
income from, or through which, will be liable to tax. The principle of permanent establishment thus 
frees from taxation in the source country, the casual and stray business transactions. While negotiating 
treaties with developed countries, the government’s approach is to enlarge the definition of the 
permanent establishment. The general definition of a ‘permanent establishment’ (PE) is that it is a 
fixed place of business through which the business of the enterprise is carried on wholly or partially. 
This is further elaborated by specifying some of the things which constitute a permanent establishment. 
The term generally includes: 

(i) a place of management, 

(ii) a branch, 

(iii) an office, 

(iv) a factory, 

(v) a workshop, 

(vi) a mine, quarry, oilfield or other place of extraction of natural resources, 

(vii) a warehouse, in relation to a person providing storage facilities for others, 

(viii) a farm, plantation or other place where agricultural, forestry or plantation activities are 
carried on, 

(ix) premises used as sales outlet, 

(x) a building site or a construction or installation or assembly project or supervisory 
activities or any combination thereof continued for a period of more than six months. 

This list is only illustrative, what would actually be included in the definition would 
depend on the two contracting parties. For instance, while most agreements declare that an installation or 
structure used for the exploration or development of natural resources is also a PE, the agreement 
with the US stipulates its use for a minimum period of 120 days in any twelve month period as 
a prerequisite for such treatment. Similarly, some agreements also provide that a building site or a 
construction or installation or assembly project or supervisory activities in connection therewith will 
be treated as a PE where such site, project or activities continue for a period of more than six months. 
The time limit is three months in the treaties with Italy and Norway. Again, the US agreement 
mentions another case of PE to avoid disputes namely, the furnishing of services, other than ^included 
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services’ as defined in Article 12 (royalty and fees are included in services), through employees or 
other personnel, for periods aggregating more than 90 days within the twelve month period or even 
a smalier period, where the services are performed within that State for a related enterprise. 

Business Profits 

As regards business profits, the treaties generally provide that profits of an enterpr ise of a Contracting 
State are taxable in that country unless the enterprise carries on business in the other country through 
a PE situated there. Applicability of the ‘force of attraction’ rule is usually insisted on by the Indian 
Government while negotiating treaties with developed countries. According to this rule, the profits 
attributable to the PE include profits earned through the sale of goods, or merchandise and activities 
similar to those carried on through the permanent establishment in the other country. This rule is a 
feature of India’s treaty with Norway and in a slightly modified form of the treaty with New Zealand. 
It is, however, not included in treaties with the UK, Italy and Germany. 

The treaties also provide that expenses to be allowed as deduction in the determination of 
profits of a PE would be limited to the provisions of the domestic law (see particularly Section 44c 
of the Indian Income Tax Act). Though most of the agreements are worded identically, certain 
modifications and additions are made according to the requirements of particular countries. For 
instance, the treaty with Norway includes a special provision with regard to offshore activities, 
setting out the taxing rights of the two countries on income from such activities relating to the 
exploration or exploitation of the seabed and subsoil, and their natural resources. Similarly, India’s 
agreement with the UK contains a special clause stipulating that where the law in either Contracting 
State imposing a restriction on the amount of the allowable executive and general administrative 
expenses is relaxed, or overridden by any convention between that State and a third State after the 
23rd November 1981 when the UK-India treaty came into force, the UK-Indian treaty may have to 
be amended to provide for a similar relaxation. 

Air Transport and Shipping 

The provisions with regard to taxation of profits derived from the business of air transport and 
shipping activities have been mentioned together in one article by some countries such as Belgium, 
Libya and the USA, while others have dealt with them in separate articles. The situs of services has 
no relevance in the taxation of companies operating aircraft incorporated in either of the Contracting 
States. Hence, the provisions of Section 44BBA of the Income Tax Act will not be applicable to 
aircraft owned or chartered by enterprises in States having tax treaties with India unless they transport 
passengers, cargo etc., from one Indian airport to another, in other words, if they participate in 
domestic traffic or traffic originating from and terminating at an Indian airport, as distinct from 
international traffic. Any arrangements for pooled operations will also be covered by these terms. 
Thus, in cases where a DTA agreement exists the air transport company will be liable to tax only 
in the treaty country in which it is incorporated. 

As regards the taxation of profits from shipping, the treatment is diverse. While the treaty with 
the United States provides for the same terms for shipping as for aircraft, several other countries 
including E>enmark, Finland, Germany, Japan and the UK place shipping at par with aircraft only 
after the expiry of ten years from when the agreements with their respective countries came into 
effect. During the first five years, the tax ordinarily leviable on such income is required to be reduced 
by 50 per cent and during the next four years by 75 per cent. Again, in agreements with other 
countries such as Finland, Italy, Belgium, Korea, Malaysia etc., the tax chargeable on such income 
shall be reduced by 50 per cent. In case of France, the tax leviable in India on profits derived through 
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shipping operations carried on by a French company in international traffic originating or terminating 
in India, is to be reduced by 50 per cent, credit being given for the amount of tax so reduced against, 
but in an amount not exceeding the tax charged in respect of, such profits in France. The treaty with 
Greece is also drawn up on the same lines as the one with France. The agreement with the erstwhile 
USSR, which has been agreed to by the Russian Federation, on the other hand, provides for tax 
exemption of each other’s shipping enterprises on a reciprocal basis, in respect of the cargo carried 
between them, the tax being leviable at one-third of what would be ordinarily due on cargo carried 
from Indian ports to the ports of third countries. 

Independent and Dependent Services 

Services of professionals (independent) generally attract tax in the State in which the professionals 
reside and practise their profession unless they have a ‘fixed base regularly available to them’ for 
providing such services in the Contracting State, or their stay in the other country amounts to or 
exceeds 183 days (the agreement with the US restricts this period of stay to 90 days only), in which 
case so much of the income as is ascribable to the services in the Contracting State may be taxed 
there, in addition to the tax paid by them in the country of their residence. The agreement with 
Canada contains yet another variation of this provision: if the remuneration for the services of the 
professional in the other Contracting State is either derived from residents of that Contracting 
State or is borne by a PE which a non-resident has in that state and such remuneration exceeds 
2,500 Canadian dollars or its equivalent in Indian currency, it shall be taxed in Canada [Article XV 
clause 1(c)]. The term ‘professional services’ is generally defined to include independent scientific, 
literary, artistic, educational or teaching activities as well as independent activities of physicians, 
surgeons, lawyers, engineers, architects and accountants. 

As regards dependent services (i.e. income by way of salary) the provisions are different 
for persons employed on ships and aircraft operating in international traffic, and other employees. In 
the case of the former, they are liable to pay tax only in the treaty country to which enterprises engaged 
in such operations belong. For other employees deriving income of the nature of salary, the provision 
generally is that remuneration derived by a resident of a Contracting State in respect of employment 
exercised in the other Contracting State shall be taxable only in the first mentioned state if 

1. The recipient is present in the other State for a period or periods not exceeding in the 
aggregate 183 days in the relevant fiscal year, 

2. The remuneration is paid by, or on behalf of an employer who is not a resident of the other 
State, and 

3. The remuneration is not borne by a permanent establishment or a fixed base or a trade or 
business which the employer has in the other State. 

It is, however, important to mention here that Section 10(6)(vi) of the Income Tax Act in India 
excludes the income of any individual by way of remuneration, from his “total income’*, if it is 
received by him as an employee of a foreign enterprise for services rendered by him during his stay 
in India, provided 

1. The foreign enterprise is not engaged in any trade or business in India; 

2. The stay of the employee does not exceed in the aggregate a period of ninety days in such 
previous year; and 

3. Such remuneration is not liable to be deducted from the income of the employer chargeable 
to tax under the Act. 
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In this connection it may also be pointed out here that some of the treaties contain separate 
provisions with regard to director’s fees, income earned by entertainers and athletes, government 
pensions, private pensions, payments received by students and professors, teachers and research 
scholars (e.g. the treaty with the US). 

Royalties and Fees for Technical Services 

Royalties and fees for technical services are taxable in India on a gross basis ai>d the source rule for 
taxation has been prescribed for the purpose. Accordingly, Section 9(l)(vi) and (vii) provide that 
royalty and fees for technical services shall be deemed to accrue or arise in India if they are 
payable by — 

1. The Central or a State Government, 

2. A person who is resident in India except where the royalty or fee tor technical services 
relates to a business or profession carried on by him outside India or any other source of income 
outside India, 

3. A non-resident, where the royalty or fee is payable for the purpose of a business or profession 
carried on by him in India or for earning income from any source in India. The rate of tax applicable 
upto 1986-87 was 40 per cent but, it was realized by the Government that taxation of royalties and 
fees at high rates only adds to cost of the projects as the foreign investors are interested in the 
post-tax return and the rate was reduced to 30 per cent (Section 115A). 

Dividends and Interest 

In case of foreign companies the provision with regard to taxation of dividends states that, they are 
taxable at 25 per cent of the gross dividends. Similarly, interest received by a foreign company from 
the Government or an Indian concern in foreign currency is also taxable at 25 per cent of gross 
interest. In our earlier concluded treaties, the source country was given the exclusive right to tax such 
incomes. In the recently concluded agreements, however, the approach is different. The resident 
country as well as the source country are given the right to tax with limits being laid down on the 
source country taxation. For instance in our recently concluded revised agreement with Norway, the 
rate of tax in the source country in respect of dividends attributable to new investments in shares is 
restricted to 15 per cent of gross dividends, provided the beneficial owner of shares is a company 
which holds at least 25 per cent of the capital of the company paying the dividends. The treaty with 
New Zealand, however, provides for a source country tax rate of 20 per cent and the treaty with Italy 
gives the taxing right to both source and resident countries. 

Interest is taxable in the country of residence of the recipient. However, such interest may also 
be taxed in the source country, but the rate of tax so charged does not generally exceed 15 per cent 
of the gross amount of interest. Some of the agreements provide for a lower rate of tax on interest 
paid to banks carrying on bonafide banking business. For instance in case of treaties with the UK, 
Denmark and Germany, the rate of tax on interest paid to banks is restricted to 10 per cent. Agreements 
with the UK and Germany further provide for total exemption from tax in the source country, 
of interest paid to the government or local authority of the other State or to the Reserve Bank of 
India. 

Credit for Taxes Spared by Way of Incentives 

Developing countries generally introduce certain incentives in their tax structure for attracting 
foreign investment into the country. It is, therefore, important that these incentives are not 
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frustrated or made ineffective by taxation in the capital-exporting country. The only way to ensure 
this is for developing countries to enter into treaties with capital-exporting countries, with a provision 
for tax-sparing credit not only for the tax paid in the developing country but also for the tax 
spared by incentive legislation in that country. In the absence of such safeguard, the tax spared by 
the developing country will go fully or in part to the treasury of the developed country, India, 
therefore, insists on having a tax-sparing clause in the double taxation avoidance treaties entered into 
by her. 

Methods Followed for Eliminating Double Taxation 

As already stated, there are numerous ways of eliminating double taxation and the unilateral relief 
provided in the tax structure in India has already been discussed. In bilateral treaties two 
methods have been made use of: the exemption method and the credit method. In most of the treaties 
entered into by India, avoidance of double taxation is generally achieved by the credit method. 
According to this method the deduction admissible for the tax paid in the treaty country is limited 
to that part of its own tax appropriate to its income which has been taxed in the other country. 
Let us take the simple example of an individual who has taxable income of Rs 100,000 in India 
and Rs 40,000 in the treaty country. Assume further that the tax payable by the assessee on the 
total world income in India amounts to Rs 37,525 including tax of Rs 16,000 at 40 per cent ascribable 
to the foreign income. If the rate of tax at which the foreign income is taxed in the treaty country 
is 30 per cent, i.e. Rs 15,000, the assessee will get full credit for the amount of tax so paid in 
that country. In other words, the assessee’s tax liability will be reduced by Rs 15,000. However, if 
the tax rate in the treaty country is 50 per cent and the tax paid amounts to Rs 20,000, the tax 
credit in India will be limited to Rs 16,000 that has gone into the computation of the Indian tax 
demand. 

In case of treaties with Hungary and the erstwhile Czechoslovakia the exemption method is 
followed in respect of all items of income except dividends, interest, royalties and fees for technical 
services, where the credit method is to be followed. 

Exchange of Information and Assistance in Collection of Taxes 

An important aspect of tax agreements is the article relating to exchange of information. DTA 
agreements entered into by India also generally contain a provision for mutual exchange of information 
including documents, not only for giving effect to the provisions of the treaty but also to prevent 
fraud or evasion of taxes covered by the treaty. 

A provision for assistance in the collection of taxes is also included in some of the treaties 
entered into by India. For instance, in our treaty with Norway, a clause is included whereby the treaty 
partners would assist each other in tax administration. 

Mutual Agreement Procedure 

The mutual agreement procedure clause in a treaty provides the machinery by which questions 
relating to the interpretation and application of the agreement could be settled. In tax treaties entered 
into by India, it is generally provided that the aggrieved person should present his case to the 
competent authority of his country within three years from the first notification of action resulting 
in taxation not in accordance with the provisions of the agreement. The competent authorities of the 
two States will then try to arrive at a satisfactory solution to the issue. The agreement also stipulates 
that where a satisfactory solution has been arrived at, it should be given effect to, irrespective of the 
time limits provided in the domestic law. 
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SUMMARY 

When the jurisdiction of the tax structure of any country is enlarged to activities beyond its national 
frontiers, an important principle of taxation, i.e. of inter-individual equity gets disturbed. Double 
taxation is the most discussed though not the only part of the problem of international taxation, since 
it is responsible for a multitude of international disputes. Double taxation generally arises on account 
of differing residence rules which may cause an assessee to be resident in two countries, or due to 
the variations in source of income rules, or the different tax base and system^ for computation of 
income may also give rise to double taxation. 

Relief against double taxation may be provided unilaterally or bilaterally. When only one 
country takes some measures for providing relief it is termed as unilateral relief. This may take 
the form of exemption of foreign income, foreign tax credit, deduction of tax paid abroad as an 
expenditure or of investment credits. Bilateral relief focuses on treaties for avoidance of double 
taxation. There are two models available for tax conventions, i.e. the OECD model and the 
UN model. The latter caters primarily to the needs of developing countries. India has entered into 40 
comprehensive tax agreements (though the effective number is 39). Besides, there are 17 limited 
agreements which are effective. Of these limited agreements four are exclusively fur merchant shipping, 
13 exclusively for air transport, one for estate duty and the one with the USA covers both shipping 
and air transport. The coverage of the comprehensive agreements is generally vast; besides taxes that 
would come under its purview, it also contains clauses for the exchange of information and assistance 
in collection of taxes. This vast network of DTA agreements entered into by India is expected to 
further facilitate and encourage the flow of investments into the country. 

REVIEW QUESTIONS 

1. “When the jurisdiction of the tax structure of any country is enlarged to activities beyond its 
national frontiers the principle of interindividual equity is disturbed.” Comment. 

2. Explain the term 'double taxation' and examine the factors which give rise to it. 

3. “An itinerant individual must bear in mind that by becoming a resident for tax purposes in a 
new jurisdiction he does not necessarily cease to be a resident for tax purposes, in the old one.” 
Comment. 

4. What do you understand by unilateral relief against double taxation? Examine the different forms 
it may take. 

5. Discuss the unilateral relief measures contained in the Income Tax Act in India. Do you consider 
them to be adequate? Explain your position. 

6. Examine the important differences between the OECD and UN Model Taxation Conventions for 
avoiding double taxation. 

7. What is the importance of the concept of ‘permanent establishment' in double tax avoidance 
agreements? How has the term been defined in Indian agreements? 

8. Examine the provisions of the Income Tax Act in India with regard to avoidance of double 
taxation. Also throw some light on the scope of double taxation avoidance agreements in India. 

9. Briefly discuss the broad features of India's double taxation avoidance agreements. 

10. Explain how double taxation avoidance agreements encourage the flow of investments into the 
country. Also examine the relevance of the tax-sparing clause in this context. 
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APPENDIX 

Provisions with Regard to Residential Status in Force in India 

Section 6 of the Income Tax Act of 1961 (as amended) contains provisions with regard to residential 

status of an assessee. These are: 

For the purpose of the Act— 

1. An individual is said to be resident in India in any previous year, if he 

(a) is in India in that year for a period or periods amounting in all to one hundred and 
eighty two days or more; or 

(b) (Omitted by Finance Act, 1982, w.e.f. 1-4-1983). 

(c) having within the four years preceding that year been in India for a period or periods 
amounting in all to three hundred and sixty-five days or more, and is in India for a 
period or periods amounting in all to sixty days or more in that year. 

Explanation—In the case of an individual, 

(a) being a citizen of India, who leaves India in any previous year as a member of the 
crew of an Indian ship as defined in clause (18) of Section 3 of the Merchant 
Shipping Act, 1958 or for the purpose of employment outside India, the provisions of 
sub-clause (c) shall apply in relation to that year as if, for the words “sixty days“, 
occurring therein, the words “one hundred and eighty-two days” had been substituted; 

(b) being a citizen of India, or a person of Indian origin within the meaning of explanation 

to clause (e) of Section 115C, who being outside India in any previous year, the 
provisions of sub-clause (c) shall apply in relation to that year as if for the words “sixty 
days”, occurring therein, the words “one hundred and fifty days”*^ had been substituted. 

2. A Hindu undivided family, firm or other association of persons is said to be resident in 

India in any previous year in every case except where during that year the control and 

management of its affairs is situated wholly outside India. 

♦The words “eighty-two” shall be substituted for “fifty” by the Finance Act 1994, w.e.f. 1-4-1995. 
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3. A company is said to be resident in India in any previous year, if 

(a) it is an Indian company; or 

(b) during that year, the control and management of its affairs is situated wholly in India. 

4. Every other person is said to be resident in India in any previous year m every case, except 
where during that year the control and management of his affairs is situated wholly 
outside India. 

5. If a person is resident in India in a previous year relevant to an assessjnent year in respect 
of any source of income, he shall be deemed to be resident in India m the previous year 
relevant to the assessment year in respect of each of his other source s of income. 

6. A person is said to be “not ordinarily resident" in India in any previous year if such 
person is 

(a) an individual who has not been resident in India in nine out of the ten previous years 
preceding that year, or has not during the seven previous years preceding that year been 
in India for a period of or periods amounting in all to, seven hundred and thirty days 
or more; or 

(b) a Hindu undivided family whose manager has not been resident in India in nine out of 
the ten previous years preceding that year, or has not during the seven previous years 
preceding that year been in India for a period of, or periods amounting in all to seven 
hundred and thirty days or more. 
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Analysis of Foreign Financial 
Statements 


INTRODUCTION 

The flow of capital across national borders has increased significantly over the last decade or so. 
A review of available statistics convincingly illustrates the interrelatedness of the world’s capital 
markets. E>ebts raised in international capital markets totalled more than 328 billion dollars in 1989 
as against a mere S3 billion in 1980. The deregulation of national capital markets in central and 
eastern Europe and some Asian economies has led to further integration of global financial markets. 
India has also witnessed some dramatic changes in the past two years. The bold economic reforms 
introduced by the Finance Minister in his budget for 1992-93, particularly the partial convertibility 
of the rupee, followed by full convertibility on trade account in March 1993, and the liberalized 
approach adopted to foreign direct investment in India is expected to interest global players in the 
financial markets abroad. Not only has foreign investment in India started, but the government has 
also begun to acknowledge that globalization is a two-way process. Under a new policy announcement 
in October 1992, “automatic permission will be granted to Indian investment up to a certain limit.’’* 
The guidelines were further liberalized in August 1995 (see Chapter 16 for more details). 

The natural corollary to this two-way flow of capital will be the need to understand foreign 
financial statements. The problems that a reader would encounter in analyzing foreign financial 
statements would differ in nature and magnitude from those faced in dealing with domestic statements. 
This chapter examines these problems. The first half of the chapter deals with the basic techniques 
of financial statement analysis and related issues, the second half covers the complications involved 
in this regard in the international milieu. 

AN OVERVIEW 

Accounting is the principal means of communicating business information to owners and outsiders, 
and hence is rightly termed as the ’language’ of business. Financial statements provide a summary 
of the accounts of a business enterprise and are important vehicles used for the purpose of 
communication. This is corroborated by what the AICPA has said with regard to them: 

Financial statements are prepared for the purpose of presenting a periodical review or report on 
progress by the management and deal with the status of the investment in the business and results 
achieved during the period under review. They reflect a combination of recorded facts, accounting 
conventions, and personal judgements, and the judgements and conventions applied affect them 
materially. The soundness of the judgement necessarily depends on the competence and integrity 
of those who make them and on their adherence to generally accepted accounting principles and 
conventions.^ 
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Similarly, Myer opines, 

Financial statements provide a summary of the accounts of a business enterprise, the balance sheet 

reflecting the assets, liabilities and capital as of a certain date and the income statement showing 

the results of operations during a certain period.^ 

It is interesting to note that statement of assets and liabilities are known to ha^ e existed as early as 
the fourteenth century, and the emphasis on the preparation of summary of accounts (or inventory) 
is reflected in the specific instructions given by Lucas Pacioli, the Father of double entry bookkeeping 
and one who had the distinction of authoring the first published treatise on a*, counting."^ 

The early financial statements were merely regarded as a ‘proof of the bookkeeper’s work. It 
was only towards the last decade of the 19th century that bankers developed the notion that they 
might use financial statements as a basis for determining the eligibility for credit. By the turn of the 
century, the idea of comparing the statements took root, but it was not clear as to what was to be 
compared.^ It was only in 1908 that quantitative measurement by means of ratios was adopted by 
them as is revealed by Rosendale who stated that credit is usually extended on ihe strength of quick 
assets, and many good judges feel that the ratio of quick assets to liabilities should be about 2.5 to 1.^ 
Woodlock’s booklet on ‘The Anatomy of a Railroad Report’ published in 1900 was a forerunner to 
modem techniques of financial statement analysis. In his treatment of various elements of railroad 
statements, Woodlock discussed certain percentages of operating expenses to gross earnings and the 
ratio of fixed charges to net income. Lawrence Chamberlain went a step further, he used the term 
‘operating ratio* for Woodlock’s rate of operating expenses to gross earnings and evolved the concept 
of ‘commonsize’ or 100 per cent statements^ which are discussed in detail later in the chapter. 

In the early twentieth century bankers based their decisions to grant credit on current ratios 
alone. This practice was criticized by Alexander Wall, who was of the opinion that in order to get 
a complete picture of an enterprise it was necessary to consider relationship in the financial statements 
other than those of current assets to current liabilities.® Wall may, therefore, be regarded as one of 
the foremost proponents of ratio analysis which later assumed popularity with analysts. The popularity 
of ratio analysis continued unabated until it was criticized by Stephen Gilman. The objections raised 
by Gilman were: 

1. A change in a ratio can be interpreted only in the light of the changes in each of the two 
variables, the relationship of which it represents. 

2. It is difficult to comprehend the connection of the ratio with the balance sheet from which 
it is computed. 

3. Ratios give an unwarranted impression of finality. 

4. Ratios do not give a comprehensive view of the balance sheet relationships.^ 

As a substitute for the ratio technique, Gilman proposed trend percentages, wherein the analyst 
divides the magnitude of significant items or groups of items in each series of statements by their 
magnitudes in a particular year in the series that is selected as the base year, thus obtaining a series 
of relationships to the base year. He contended that a comprehensive view of the progress of the 
enterprise could be obtained by analyzing variations from the base year. In order to decide whether 
the ratios computed for a particular enterprise were satisfactory or not it was necessary to have some 
standard of reference with which they might be compared. Bliss suggested that in every branch of 
industry there are certain characteristic financial and operating ratios, depending upon the nature of 
activities, and to enjoy the average measure of success, a concern must approximate these ratios.*^ 
The early financial statements were, however, not intended for analysis. They lacked uniformity in 
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arrangement, terminology, and classification of their contents. It was only later that company law 
regulations and stock exchange requirements had a signal influence on accounting procedures, tending 
towards better financial statements. A great deal of diversity still exists in the international milieu and 
the endeavours at harmonization undertaken by international institutions and organizations have yet 
to achieve the desired results. 

TECHNIQUES OF FINANCIAL STATEMENT ANALYSIS 

Financial statement analysis concerns itself with the study of relationships within a set of financial 
statements at a specific point in time, and with the trends in these relationships over a period. The 
objective of any analytical technique is to simplify or reduce the data under review to more 
understandable terms. The ultimate effect of analysing statements is generally some financial decision. 
Thus after comparing financial statements with past statements, or with those of similar organizations, 
or with industry averages, the analyst will attempt to predict how the organization will perform in 
the future, and then decide whether to buy, sell or hold the equity shares if he is an investor, or in 
case of prospective creditors, whether to lend or not to lend. 

Statement analysis techniques may thus be used by the external analyst to measure the profitability 
of operations and assess the financial strength of the business in order to determine the desirability 
of investing or extending credit to the business; and by the internal analyst to evaluate the efficiency 
of management and explain the changes in the financial position of an enterprise. 

The financial strength of an organization would be reflected in its ability: 

1. to meet the claims of its creditors, not only under normal conditions but also under unfavourable 
situations that may occur in the future; 

2. to take advantage of business opportunities and expansion prospects which may entail the 
use of additional funds to be obtained through either the sale of long-term debt obligations and equity 
shares or a favourable credit rating; and 

3. to continue to meet its interest obligations and pay dividends uninterruptedly. This financial 
strength needs to be examined both from the short-term and the long-term view. 

The principal financial statements published for the information of outsiders generally include: the 
balance sheet, the income statement, the statement of retained earnings and the statement of changes 
in financial position (SCFP). However, in some countries the SCFP may be substituted by a cash flow 
statement. An analyst must realize that the company’s reporting goes beyond the four financial 
statements mentioned here. Much of what we learn about a company obviously comes from the financial 
statements, but the auditor’s report and notes to the financial statements also provide a rich source of 
information about the company’s financial position and its operations. The auditor being an independent 
person is expected to express an opinion on the financial statements only after he has carefully reviewed 
and examined the statements and supporting documents. Thus by studying the audit report carefully 
the analyst is provided with important background information for the analysis of these statements. 

The notes to the financial statements should not be ignored as just an extra bit of data tacked 
on to the end of the statements. These notes are an integral part of the statements and sometimes 
provide significant information available nowhere else in the statement. For instance, some companies 
in India* include interunit sales in the sales figure shown in the profit and loss account—these 
transfers are sometimes at market price—and this fact is stated in notes at an inconspicuous place 

♦Reliance Industries, Ballaipur Industries, Century Textiles, Asian Paints, Ranbaxy to mention a few. 
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SO as to avoid the attention of the analyst. Again, the note relating to accounting policies assists in 
deciding the comparability of financial statistics of two companies. Another important note which 
deserves the attention of the analyst is the contingency note,* which provides information about 
events that may occur in time to come. 

Financial statement analysis may be undertaken by adopting the horizontal, vertical or hybrid 
approach (see Figure 14.1). 


FINANCIAL STATEMENT ANALYSIS 



Comparative Trend Common-size Financial Successive Trend statements 

statements statements statements ratios common-size of financial ratios 

statements 

Fig. 14.1 Different approaches to financial statement analysis. 

Horizontal Analysis 

The first approach is to compare financial data of a single company for two or more years. Thus 
horizontal analysis involves comparing figures reported in the financial statements of two or more 
consecutive accounting periods. Horizontal examination may be undertaken by making use of 
comparative financial statements and trend statements. 

Comparative financial statements. Such statements compare data for two or more years and may 
take the form of comparative balance sheets, income statements and statements of retained earnings 
showing 

1. Absolute data (rupee amounts) 

2. Increase or decrease in absolute data in rupee amounts 

3. Percentage increase or decrease in absolute data. 

A balance sheet presents the assets, liabilities and owner’s equity of a business on a specified date. 
A comparative balance sheet on the other hand reveals not only the balances of the accounts as on 
different dates but also the extent of their increase or decrease between these dates. Thus while in 
a single balance sheet, the emphasis is on status, in the comparative balance sheet it is on change. 
These changes may arise as a result of operations; conversion of assets, liability, and capital forms 
into others; and the various interactions among assets, liabilities, and capital. They are important for 
the analyst as they give an indication of the direction in which a business and its financial characteristics 
are developing. 

An income statement shows the net income or loss resulting from the operations of a business 
for a specified period. A comparative income statement on the other hand, reflects the operating 
results for a number of accounting periods. The utility of comparative statements, therefore, lies in 

*A contingency is a future event that may occur but whose occurence is not certain. 
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the fact that they bring out more clearly the nature and trends in current changes affecting the 
enterprise. They indicate the direction of movement with respect to the financial position and operating 
results. The analyst should, however, not overlook the fact that accounting data are recorded as on 
the date of transactions, hence the accounts usually reflect a wide variety of price levels. The analyst 
must exercise caution in interpreting the trends expressed by comparative statements in situations 
where the price level has fluctuated substantially during the period under review. 

Comparative statements may also be prepared to reflect percentages of increase or decrease. 
The significance of changes in rupee amounts is better understood if these changes are determined 
in terms of percentage. Infact, in some situations the analyst may considerably modify an opinion 
based on absolute rupee change when the relative percentage changes are examined. 

Analysis and interpretation of comparative statements. When analysing comparative financial 
statements, the analyst must concentrate on material items showing significant percentage change. 
Related items should be considered individually and collectively to determine the reasons for the 
variations and to ascertain their impact for the future. Comparative statements provide a means for 
alerting the analyst to significant shifts that require further attention. These shifts can then be analysed 
using other techniques of analysis. 

Trend analysis. Trend analysis is another type of horizontal examination wherein proportional 
changes in selected financial statement information are compared over time. Trend statements are 
prepared for the time period selected, which is usually at least 5 years and may be as long as 10 or 
20. Constructing trend statements involves choosing one financial statement as the base year, and 
then expressing subsequent statement items as percentage of their value in the base year. All amounts 
in the base year are set equal to 100 per cent. This method of analysis is one of direction, either 
upward or downward. The analyst compares the trends of related financial and operating data to form 
an opinion as to whether they reflect favourable or unfavourable tendencies. To illustrate, selected 
income statement amounts for Surya Kiran Corporation for the years 1989 through 1993 are given 
in Exhibit 14.1 and their trend percentage are given in Exhibit 14.2. 

Exhibit 14.1 Surya Kiran Corporation 

(Selected income statement amounts for the years end^ December 31, 198^93) 


Million rupees 


items 



Years 



1989 

1990 

1991 

1992 

1993 

Net sales 

3885 

4010 

5621 

6735 

8629 

Cost of goods sold 

1787 

1870 

3439 

4543 

5643 

Gross profit 

2098 

2140 

2182 

2192 

2986 

Net income 

106 

107 

111 

124 

176 


An analysis of the comparative statements for selected income statement items over the 5-year 
period indicates that net sales, gross profits and net income are increasing. However, an analysis of 
the trend percentages reveals that the gross profit has not increased nearly as rapidly as sales. For 
instance, whereas sales recorded an increase of 73 per cent in 1992 as compared to 1989, the gross 
profits increased by only five per cent. An explanation for this state of affairs lies in the percentages 
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ExhibK 14.2 Surya Kiran Corporation 


(Selected income statement data shown as percentages of 1989 (as base year) 


Items 



Years 



1969 

1990 

1991 

199;' 

1993 

Net sales 

100 

103 

145 

173 

222 

Cost of goods sold 

100 

105 

192 

254 

316 

Gross profit 

100 

102 

104 

105 

142 

Net income 

100 

101 

105 

111 

166 


for cost of goods sold, which reveal that the increase in the cost of goods is higlier than the increase 
in sale price. 

The percentage increase in net income on the other hand, though not as great as the percentage 
increase in sales, generally exceeds the percentage increase in gross profits. One possible explanation 
for these trend relationships is that the management has been able to control either selling or general 
and administrative expenses or both. Trend percentages give only an overview of the company’s 
performance. This overview will highlight particular areas where further detailed analysis is required. 
It should be emphasized that any one trend alone is not informative enough and it is essential to 
compare related trends. In case of Surya Kiran Corporation for instance, the sales increased 222 per 
cent over the 5 year period. This percentage becomes meaningful when it is compared with other 
trend percentages such as cost of goods sold, gross profit, operating expenses, net income etc. Thus, 
although trend percentages show whether an item has increased or decreased, as well as the degree 
of change, they are important only to the extent to which they give clues to favourable or unfavourable 
tendencies and point to the range of further analysis. 

While undertaking a horizontal analysis, the analyst should not overlook the fact that the 
comparability of such statements, particularly trend statements, is adversely affected by changes in 
accounting policies. For a proper trend analysis, it is essential that the accounting policies are 
followed consistently throughout the period under study. Similarly, comparability of the data is also 
influenced by price-level changes, where such changes have been significant during the period under 
study. Trend percentage should be considered in connection with the absolute data to avoid forming 
an exaggerated opinion based on trend percentage. For instance the long-term liabilities and owner’s 
equity of a firm may have increased 100 and 50 per cent respectively. However, a look at the absolute 
data may reveal that the rupee increase in long-term liabilities has been from Rs 10,000 to Rs 20,000 
and in case of owner’s equity the absolute figures are Rs 1,200,000 to Rs 1,800,000. In some 
situations, the selected base year may not be typical or representative of some of the items on the 
statements, for example, the amount of cash shown for the base year statement might be Rs 500,000 
and for all subsequent years the amounts may be less than Rs 200,000. It is clear then that for a 
correct analysis it is important to study the rupee variations also. 

Both the methods of analysis, however, suffer from a common shortcoming i.e. the inability 
of the analyst to comprehend or visualize, except casually, the changes in individual items that have 
taken place from year to year in relation to total sales, total assets, total liabilities or total owner’s 
equity. This flaw is taken care of by the vertical analysis method. 

Vertical Analysis 

Vertical analysis is relating financial items to each other within a single lime period. The tools 
employed in such analysis include common-size statements and, financial ratio analysis. 
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Common-size financial statements. Under this method of analysis, each item on the statement is 
shown as a percentage of one key item on that statement. For instance, in common-size income 
statements, each item is usually reflected as a percentage of net sales. Similarly, in common-size 
balance sheets all amounts are stated as a percentage of total assets or total equities. Since each 
statement is reduced to a total of 100, these statements are often known as ‘100 per cent’ or component 
percentage’ statements. Each percentage shows the relation of the individual item to the respective 
total. Such statements are useful for seeing how significant the components of a statement are. 
To illustrate, the income statement of Bharat Corporation for the year 1992-93 is given in 
Exhibit 14.3. The common-size statement of the company is presented in Exhibit 14.4. 

Exhibit 14.3 Bharat Corporation 
(Income Statement for the period 1-4-1992 to 31-3-1993) 


million rupees 


Net sales 


8629 

Cost of goods sold 


5643 

Gross profit 


2986 

Operating expenses 

General and administrative 

588 


Selling expenses 

2120 


Total operating expenses 

Other income and expenses 
Dividend income 

5 

(2706) 

Interest expense 

(31) 


Net other income/expense 


(26) 

Income before taxes 


252 

Income tax at 50% 


(126) 

Net income 


126 

Exhibit 14.4 

Bharat Corporation 


(Common-size Income Statement) 




Per cent 

Net sales 


100.00 

Cost of goods sold 


65.40 

Gross profit on sales 

Operating expenses 

Selling expenses 

24.57 

34.60 

General and administrative 

6.81 


Total operating expenses 
Other income and expenses 
Dividend income 

.06 

(31.38) 

Interest expense 

Net other income/expense 

(.36) 

(.30) 

Income before taxes 


2.92 

Income tax 


(1.46) 

Net income 


1.46 
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Common-size statements are useful for seeing how significant the components of a statement 
are. In the common-size statement of the Bharat Corporation^ cost of goods sold and selling expenses 
are the significant items as they comprise 65.4 per cent and 24.57 per cent of the net sales respectively. 
On the other hand, dividend income and interest expense are the least important items. Such statements 
are valuable to an analyst in studying the current financial position and operating results of a business. 
It is also possible to compare companies in the same industry. In fact, an impi rtant impetus to the 
development of common-size statement technique came from the problems experienced in comparing 
the financial statements of companies which differed in size. For instance, if C» mpany X has long¬ 
term debt of Rs 10 million and company Y has long-term debt of Rs 7 million, without information 
with regard to the size of the two companies it would be misleading to infer that company X is more 
highly leveraged than company Y. These size differences are ncutralizcvl in common-size 
statements. 

Financial ratio analysis. Financial ratio analysis is the most extensively used tool because it is 
capable of servicing the information needs of various categories of users of financial statements. A 
ratio is the relationship of one number to another. The numerous ratios which are calculated from 
financial data can provide the users to the statement with important information with regard to the 
liquidity, solvency and profitability of the business. Different ratios are useful to different users. 
Short-term creditors are more interested in the liquidity, whereas long-term creditors would be more 
concerned with the solvency of the concern. Shareholders and other potential investors on the other 
hand would be more interested in its profitability and appreciation in the value of their investment. 
Different authorities have categorized ratios differently. However, the following ratios are generally 
employed to analyse different aspects of a concern’s financial position. 

1. Analysis of liquid position. An analysis of the concern’s liquidity is essential to ascertain 
its ability to meet its short-term financial obligations as and when they mature. Liquidity ratios are 
also indicative of current operating efficiency of the management. A first indicator of the 
firm’s liquid resources is its working capital. The ratios generally employed as tests of liquidity 
include: 

(a) Current ratio. The current ratio is one of the oldest ratios used in liquidity analysis.^' It 
measures the number of times that the current liabilities could be paid with the available current 
assets; and is computed thus: 


Current assets 

Current ratio = 7 ;-^ — 

Current liabilities 

The numerator generally includes assets such as cash, short-term marketable securities, sundry debtors 
(accounts receivables), stocks (inventories) and prepaid expenses. The denominator, on the other 
hand includes sundry creditors (accounts payables), dividends, taxes due and short-term bank loans. 
A 2:1 current ratio is generally considered satifactory by creditors. However, they should not rely too 
heavily on the current ratio, for it is quite possible to manipulate the current assets at the end of the 
accounting period to produce a ratio that may appear to satisfy the creditors, while in reality weakening 
the immediate liquid position of the company. For instance, the liquid position of companies X and 
Y is as follows: 
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Company X 

Company Y 

Current assets 

Rs 

Rs 

Cash 

80,000 

350,000 

Sundry debtors 

120,000 

250,000 

Stock-in-trade 

360,000 

190,000 

Prepaid expenses 

40,000 

10,000 

Total current assets 

600,000 

800,000 

Current liabilities 

200,000 

400,000 

Current ratio 

600,000 + 200,000 

800,000 + 400,000 


= 3:1 

= 2:1 


Company X has a better current ratio as compared to Company Y. However, an examination of the 
composition of current assets will reveal that cash and debtors of company X account for merely 
one-third of the total current assets, whereas in the case of Y three-fourths of the current assets are 
made up of these two liquid resources. Hence, Company Y’s ability to meet its current obligations 
can in no way be considered worse than X’s. Its important to note here that Company X can further 
improve its current ratio by a slight manipulation i.e. if it uses the Rs 80,000 cash in hand to pay 
off current liabilities the current ratio can to that extent be improved further. The new ratio would 
be: 


New current ratio = 


600,000 - 80,000 
200,000 - 80,000 


= 4.33 : 1 


The current ratio is a rough indicator of the degree of safety with which short-term credit may 
be extended to the concern. Generally, it is assumed that the higher the current ratio, the better is the 
position of the creditors because of greater probability that debts will be paid when due. A high 
current ratio is not beneficial to the interest of the shareholders for it could mean that the company 
maintains excessive cash balances or has an over-investment in receivables and inventories. Even 
from the point of view of creditors, a high current ratio is not necessarily a safeguard against non¬ 
payment of debts because a high current ratio represents two things—either an excess of cash or its 
equivalent relative to the current needs, or a preponderance of current assets having low liquidity. 
Therefore, an analyst must, in addition to taking note of any window dressing a company may have 
done, consider the following factors before drawing any inference: 

1 . Distribution of current assets 

2. Type of business—whether manufacturing or retailing 

3. Terms granted by creditors and by the company to its customers. 

(b) Quick ratio or acid test ratio. This is a measure of the company’s immediate liquid 
position and is obtained by dividing the quick assets by current liabilities. Quick assets are those 
assets which can be converted directly into cash within a short period of time. Thus: 

Cash + Short-term marketable securities + Sundry debtors 

Quick ratio = 


Current liabilities 
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Merchandise inventory is excluded from the numerator, because it is generally two steps away 
from cash, as it is usually sold on credit, thus converted into a debtor, and the debt must be collected 
before cash is realized. The other asset excluded is prepaid expenses since they are used up in 
operations and not converted into cash. 

A shortcoming of both the above liquidity ratios is that they do not incoiporate information 
about the timing and magnitude of future cash inflows and outflows. Cash-based and funds-flow 
based liquidity ratios were proposed as an alternative. One such ratio suggestetl by Foster*^ is the 
defensive interval measure. 


(c) Defensive interval measure. This ratio is a measure of cash-based liquidity and estimates 
the number of days the defensive assets could service the projected daily operating expenditure. Thus: 


Defensive interval measure 


Total defensive assets 
Projected daily operating expenditure 


Defensive assets include quick assets such as cash, short-term marketable securities and sundry 
debtors. Since the numerator is the total and not the net defensive assets, current liabilities are not 
subtracted from the total. The ratio is obtained by dividing the total of defensive assets by the 
estimate of daily operating costs that would require the use of defensive assets. The best estimate for 
this figure would be the one based on the cash budget for the following year. The cash budget of 
an organization is, however, internal information which is not likely to be available to the external 
analyst, who will, therefore, have to base his projections on the total operating expenses in the 
income statement of the previous year. This figure will have to be adjusted for expense items such 
as depreciation etc., which do not require the use of defensive assets, and for known changes in the 
planned operations. 

While assessing the liquid position of a company, an analyst should also examine some other 
information which is significant for a proper evaluation such as the existence of different asset and 
liability valuation methods. The company may also have revolving credit agreements with banks and 
this information may be available by way of footnotes to the statements. 

(d) Receivable turnover. This ratio measures the speed with which notes and accounts 
receivables arc converted into cash. Receivables turnover is the time required for one complete cycle 
from the time the receivables are recorded, through collection, to the time new receivables are 
recorded again. Since receivables result from credit sales and their turnover depends in part on the 
terms of credit granted, it is only appropriate that receivables turnover be calculated on the basis of 
credit sales only. In practice, however, precise information of cash and credit sales is often not 
provided in published annual reports and total sales have to be used instead. Thus: 

Sales 

Accounts receivable turnover = — ---:——— 

Average accounts receivables 


(e) Average age of receivables. Another useful figure for the analyst can be the average age 
of the receivables, which provides a rough approximation of the average time that it takes to collect 
the receivables. It is determined by dividing 365 by the average receivable turnover. Thus: 


Average age of receivable 


365 (days) 

Accounts receivable turnover 
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(0 Inventory turnover. This is another important statistic for the analyst as» when compared 
with the year-end merchandise inventory, it provides him with a base forjudging whether the concern 
has an excessive investment in inventory at that time. Inventory turnover indicates how quickly a 
concern sells its average investment in inventory. A high inventory turnover is generally desirable 
because each time goods are sold, a profit is usually realized. However, both extremes are undesirable, 
a too high turnover may indicate that sufficient goods are not on hand and the concern may be 
losing sales because of insufficient stocks. Similarly, low turnover is indicative of goods lying idle. 
Thus: 


, Cost of goods sold 

Inventory turnover = - 

Average inventory 

The type of industry and its policy must be taken into consideration before deciding whether a 
particular turnover figure is too high or too low. A high turnover is required where the company sells 
perishable goods as compared to durable goods. Besides, in a just-in-time environment, the turnover 
will be very high. Investors and creditors use receivables and inventory turnover as an index of 
management efficiency. 

2. Analysis of solvency. Current creditors are interested in the liquidity position of a concern, but 
debenture holders are more concerned with the long-term financial position. Tests of solvency generally 
focus on the firm’s ability to satisfy its long-term creditors which means payment of interest as it 
comes due, and repayment of the principal of the debt at maturity. The ratios generally used to assess 
the solvency position of an organization include: 

(a) Times interest earned. This ratio is a measure of the concern’s ability to meet its interest 
responsibilities. It is calculated as follows: 

Times interes. earned = toine t«f“e imemsr and taa 

Annual interest expense 

Foster refers to many variations of this ratio, e.g. an adjustment to the numerator for the tax benefit 
received for interest payments and an adjustment to the denominator for interest payments other than 
interest on long-term debt, such as annual lease payments. Usually, if interest is covered several 
times, long-term creditors consider this an acceptable margin of safety. 

, (b) Debt-equity ratio. This ratio provides evidence of the extent to which non-equity capital 
is used in the firm. The larger the portion provided by owners, the lesser the risk assumed by 
creditors. Thus: 


Debt-equity ratio = 


Current liabilities + long-term debt 
Shareholders’ equity 


The relative amount of assets financed by debt and by shareholders can also be ascertained by 
calculating the debt ratio or the equity ratio. 


(c) Debt ratio. This ratio is also known as the debt to total assets ratio and shows the 
percentage of the company’s assets financed by debt. The higher this percentage, the greater the risk 
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regarding the concern’s ability to meet its obligations. The ratio is obtained by dividing total liabilities 
by total equities or total assets. Thus: 

Debt ratio = 

Total equities 

(d) Equity ratio. The equity ratio on the other hand shows the percentage t f the firm’s assets 
financed by shareholders. The higher this ratio, the safer is the position of the creditors. The ratio 
can be calculated as follows 


Equity ratio = 


Total owner’s equity 
Total equities 


Both debt ratio and equity ratio are complementary, which means that the percentat’e of the two must 
add up to 100. This is so because all assets are either financed by the shareholders or by debt. The 
concern’s use of financial leverage is indicated by the relationship between owners’ equity and 
liabilities. Leverage is an indicator of the extent to which the company makes use of borrowed funds 
to increase the return on owner’s equity. Where the borrowed funds can be invested to return a yield 
higher than the interest rate paid on the borrowed funds, the difference increases the profits to the 
owner. A highly leveraged company, however, runs a risk of not having enough income to service 
the debt. 


3. Analysis of earnings performance. Shareholders and potential investors are interested in the 
management’s ability to use the resources of the entity to earn profits. In order to survive in the 
longterm, the company must earn enough revenues to meet all its obligations and still provide a 
return on the owners’ investment. In examining this ability, it is necessary to lake into consideration 
the differences in the resource base of different companies, a relative measure of profitability is, 
therefore, more appropriate. Some alternative ways of expressing relative profitability are discussed 
here. 


(a) Return on total assets. The rate of return on total assets indicates the management’s 
efficiency in using the resources of the firm. Thus: 

Earnings before interest expense 

Return on total assets =-:-;- 

Average total assets 

The ratio is obtained by dividing the income before interest expense by the figure of average total 
assets. Interest expense is not deducted from the income to eliminate the effect of the assets. The 
average total assets figure in the denominator is more appropriate as it reflects resources employed 
throughout the year, not those at the beginning or the end. This average could be weighted or simple. 
For convenience, the simplified technique is generally used to calculate this, i.e. total assets at the 
beginning plus total assets at the end, divided by two. 

(b) Return on equity. This ratio is an indicator of the management’s efficiency in using the 
resources invested by the equity shareholders. The numerator of this ratio is the net income available 
to equity shareholders, i.e. net income minus dividends to preference shareholders. The denominator 
is the average equity share capital, which is an approximation of the amount invested by the equity 
shareholders throughout the year. Thus: 
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Return on equity 


Net income - Preference share dividend 
Average equity share capital 


(c) Earnings per share. This is an important indicator of profitability, as it can be 
readily compared to previous year’s earnings per share (EPS), figure to those of other companies. 
Thus: 


Earnings per share =." Preference share dividend 

Average number of equity shares outstanding 

Market performance. Shareholders and potential investors are interested in the market price of a 
company’s equity share and the ratios that describe the share’s market performance. The ratios 
indicative of tliis are discussed below. 


(a) Price earnings ratio (P/E). The market price of a share alone does not indicate whether 
it is cheap or expensive. When the price is related to the income the company earns, it facilitates 
comparisons between differently priced shares. The price earnings ratio reflects the stock market’s 
assessment of the future earnings of the company. Investors are willing to pay many times more for 
a share than its current earnings because they anticipate that the future income growth of the company 
would be sufficient to provide an adequate return on their investment. Tlius: 

Market price per share 

Price earnings ratio = —=—-r- 

Earnings per share 


(b) Dividend yield. This is a measure of the rate of return on the investor’s investment. It is 
a percentage of the current year’s dividend as against the current market price of the share. Thus: 


Dividend yield = 


Dividend per share 
Market price per share 


The cash payout on the shareholders’ investment enables them to compare the interest rate on 
deposits, debentures etc., with this measure of return on shares. 


(c) Dividend payout. Dividend payout is a percentage of the net income distributed by the 
company and indicates the proportion of net income retained by the company. The shareholders can 
benefit from this part of the company’s income through growth in the market value of the shares as 
a result of retained earnings. 

Interpretation of Financial Ratios 

Interpretation of ratios is more important than their calculation. To be meaningful, ratios must be 
compared with some standard. The basis of comparison may be internal or external. Internally, the 
ratios may be compared with the company’s own historical ratios. Each of the financial ratios may 
be calculated for a number of years and then compared to ascertain whether the company’s performance 
over time has improved or is getting worse. Exhibit 14.5 shows the*historical ratios of Bata India Ltd. 
for the years 1984-1993. 

Externally, financial ratios may be compared with ideal benchmarks of industry averages. 
Under the first approach the ratios are compared with broad rule of thumb as benchmarks. These 
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benchmarks are, however, only general guidelines and would not be optimal for all companies or all 
situations. More specific analysis comes from comparing the ratios with average ratios of other 
companies in the industry. Care must, however, be exercised when comparing ratios of diversified 
companies. Let us now examine the complexities associated with the analysis of global financial 
statements. 

ANALYSING GLOBAL HNANCIAL STATEMENTS: THE COMPLEXITIES 

The accelerating globalization of the world’s capital markets holds profound implications for accounting 
practices and policy. The global investor has to wrestle with a host of cross-border differences, while 
performing the stupendous task of comparing and contrasting potential investment opportunities 
before making any decision about them. Some of these problems are trivial whereas others are more 
complex. The first category generally includes problems relating to availability and timeliness of 
information, language and terminology, fonnat and content of annual reports, and currency and unit 
of account. The more complex problems include differences in accounting standards and practices, 
and differences in legal, cultural and economic background of the reporting country. These problems 
are analysed in greater detail in the following sections. 

Reliability and Timeliness of Information 

A preequisite to successful analysis is the availability of reliable information in a timely manner. In 
developed countries such as the United States, there are abundant sources of data for investment 
analysis. The analyst can take recourse to corporate filings with the Securities and Exchange 
Commission (SEC). Besides, various financial services such as Moody’s Investor Services and 
computerized data banks such as COMPUSTAT, governmental publications of the US Treasury 
Department etc., and indexes of security prices such as Dow-Jones Averages, are rich sources of 
financial information for the analyst. The availability of published corporate information in countries 
other than the United States is not as high. The problem of data accessibility is further compounded 
by the delay in the receipt of foreign information. According to a survey conducted by Choi,‘‘^ 
information delays on an average range from 30 to 60 days for Brazilian, Canadian and American 
companies, from 60 to 90 days for companies domiciled in Australia, Denmark, Finland, the Netherlands 
and Norway. It ranges from 90 to 120 days in case of companies situated in Belgium, France, 
Germany, India, Malaysia, South Africa, Switzerland and the United Kingdom and over 120 days in 
Austrian and Italian companies. This information delay is bound to impair the decision of the investor. 

Language and Terminology 

Having crossed the first hurdle of data accessibility, the analyst may find that the information 
available may not be intelligible to him on account of language and terminology barriers. For, though 
English happens to be the most acceptable medium, companies domiciled in non-English speaking 
countries publish their accounts in their own national language. For instance, financial statements 
published in countries like Austria, France, Mexico, South Korea and Spain are predominantly non- 
English. Thus, unless the information is in a language comprehensible to the analyst, a Tower of 
Babel’ like situation would prevail. Language is, however, not an insurmountable barrier for the 
analyst and there are ways in which it may be overcome. 

The analyst may, for instance, develop multi-lingual capabilities. This barrier could thus be 
removed by acquiring familiarity with a few foreign languages that are important for the analyst. One 
way to achieve this is by imparting optional instructions to students of accounting and finance at the 
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postgraduation level itself, as is being done in case of students of international business in India and 
elsewhere. 

Many large companies provide translations for the readers. To cite just a few examples: In 
Norway, AKER one of the largest and leading companies there, provides an Eriglish version of its 
Norwegian report. Again, SCA and SKF of Sweden also publish English translati ons of their Swedish 
reports. Similarly, the Olivetti Group in Italy and CPR in France also translate the Italian and French 
versions of their statements into English. The Hongkong Land Company in Hongkong provides its 
users with the Chinese version of the annual reports on request. The Royal Dutch Petroleum Company 
in the Netherlands supplies investors with English, French and German versions of the original Dutch 
report. These translations, however, need to be read with caution, for at times thes may be little more 
than a marketing document. The reason being that these versions are not the reai statutory accounts 
and are prepared for English language readers for information purposes onl\ This fact is also 
mentioned in the annual reports, witness the annual report of CPR for 1990, 

This version of CPR’s 1990 annual report has been prepared for English language readers and is 

for information purposes only. The 1990 annual report in French, which alone is intended to satisfy 

the legal requirements, may be obtained upon request from the company office.*"* 

The language problem can also be overcome by employing expert translators to do the job. In 
fact, the use of professional translators on a one-time basis to translate key account titles and terms 
would be much more economical than training accountants or financiers for the purpose. The problem 
could also be tackled by the use of accounting lexicons to translate foreign language account titles 
and terms into the desired language. 

The problem is not, however, restricted to language alone and differences in terminology 
provide ample scope for confusion. Misunderstanding can arise on two counts. First, the same word 
may have different meanings when used in the financial statements of different countries. One such 
example is the term ‘stock’ which denotes materials in the financial statements published in countries 
such as the United Kingdom, Hongkong, and by some Indian companies*, whereas the term ‘common 
stock’ in a US report would mean ordinary shares, though quite a few companies in the USA are also 
using the term shares. The second count on which misunderstanding may arise is the use of different 
terms to denote the same meaning, particularly in statements that are translated versions. 
Examples of such terms include: debtors/accounts receivables, creditors/accounts payables, turnover/ 
sales revenue, profit and loss account/statement of operations, stock/inventories, provisions/allowances/ 
reserves for bad debts. Table 14,1 gives some of these terms and the countries where they are in 
vogue. 

It will thus be seen that different words are used to describe the same thing or entity not only 
in different countries but also by different companies in the same country. Even the abbreviations 
used for the same currency may vary. An example is the Swedish kroner which is abbreviated SEK 
or Skr. Similarly, TSEK, or Tkr, MSEK or Mkr are usually the abbreviations used for thousands of 
Kroner and millions of Kroner respectively. 

Translated versions sometimes create confusion because the translation is done on the basis of 
dictionary equivalents by expert linguists, whereas the technical meaning in accounting may be 
different. The following sample extracts from the English language version of annual reports will 
help to explain the point. 


*e.g. Vam Organic Chemicals Ltd. It must be mentioned, however, that the official terminology in the Indian 
Companies Act is inventories. 
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An extract from annual report of ORKLA BORREGAARD of Norway: 

In the translation of foreign subsidiaries, assets and liabilities have been converted at the exchange 
rate as at year end, while income and expenses have been converted at the average exchange rate 
for the year. Any translation differences have been recorded directly against equity.*^ 

The extract reveals that the terms ‘translation’ and ‘conversion’ have been used interchangeably, 
whereas in the accounting context, conversion signifies physical change of currencies and 
translation would imply simply a change in the unit of account. These problems of language and 
terminology are, however, trivial and can be overcome if the analyst exercises a little caution and 
skill. 


Table 14.1 Important accounting terms with similar meaning and countries where used 


Terms 

Countries where used 

Debtors 

India, UK, South Africa, Hongkong, France 

Accounts receivables 

USA, Norway, Sweden, Italy, Netherlands 

Creditors 

India, South Africa 

Accounts payables 

Italy, Sweden, USA, Norway, Netherlands 

Turnover 

UK, Hongkong 

Sales revenues 

USA, India, Sweden, Netherlands, Italy, Norway 

Shares 

India, South Africa, Hongkong, Italy, Sweden, USA* 

Stock 

Norway, USA 

Inventories 

India, Sweden, USA, Norway, Netherlands, Germany 

Stock 

UK, Hongkong, India (some companies) 

Income statement 

Netherlands, South Africa, Italy, Sweden, Germany 

Profit and loss a/c 

India, France, Hongkong 

Statement of operations 

USA 

Provisions 

India, Netherlands 

Allowances 

Italy, USA 

Reserves 

Sweden 


Source: A survey of 200 annual reports of different companies in different countries. 

* A few examples of corporations in the USA which use the term share in their annual reports are: EXXON, CIRCON, 
EATON and AUTODESK. 


Form and Contents of Annual Reports 

A great deal of diversity prevails with regard to the form and content of annual reports. Not only 
does it vary from country to country, but the form and contents of annual reports of two 
companies within the same country may also be different. For instance, the annual reports of quite 
a few public sector companies in India contain a lot of information which is non-statutory but is 
included to enlighten the users on the activities of the company. This non-statutory information 
generally pertains to aspects like human resource accounting, social balance sheets and income 
statements, accounting for price level changes, value-added statements etc. Annual reports in India 
should consist of: 

1. The directors’ report giving the information required under Section 217 of the Companies 
Act 1956 
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2. Balance sheet in the format prescribed in Schedule VI of the Companies Act 

3. Profit and loss account 

4. Schedule and notes regarding details of items in balance sheet and profn and loss account, 
also reflecting the accounting policies adopted 

5. Auditor’s report. 

The two fundamental differences an Indian analyst would find in foreign annual accounts relate 
to consolidation* or Group statements and cash flow statements, since consolidation is a practice 
prevalent in most advanced countries. The format of the financial statements m.iy also differ. For 
instance, in the USA, most companies adopt the horizontal or T form of balance ^ heet, which is just 
the reverse of the format given in Schedule VI of the Companies Act in India i.< assets appear on 
the left and equity claims on the right. Another difference the analyst would notice in foreign balance 
sheets from countries such as the USA, Sweden, Norway, France etc., is thai assets are in the 
decending order of liquidity unlike the practice in India, the UK and South Africa. 

Currency 

Currency presents another problem for the analyst, though not a very hard one. It is only natural that 
companies should prepare their accounts in the currencies of their respective countries. Thus a French 
financial statement would be in francs, Swedish in kroner, a US one in US dollars, and so on. This 
again is a trivial issue as the analyst can translate the values into the rupee using the available 
exchange rate for the pu^osc. Some companies also provide reports in other currencies for the 
convenience of their bulk investors. For example, the Japanese company Mitsubishi Kasei Corporation 
provides both dollar and yen figures. 

Accounting Principles and Practices 

Let us now consider some of the more complicated issues faced by the analyst. Though international 
and regional institutions are engaged in the yeoman’s task of trying to harmonize international 
accounting and reporting practices, their efforts have met with little success and a great deal of 
diversity prevails in this regard. These diversities complicate the efforts of the analyst to assess the 
comparative investment potential in companies abroad. These differences may, for the sake of 
convenience, be classified as 

1 . Conceptual differences, 

2. Differences in income determination, and 

3. Disclosure and presentation differences. 

Conceptual differences. The differences included in this category relate to conceptual issues such 
as: 

(a) Consolidation of financial statements, 

(b) Treatment of investment in affiliates, 

(c) Revaluation of fixed assets, 

(d) Accounting for price level changes. 


For details on consolidation see Chapter 5. 
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(a) Consolidation of financial statements. The concept of consolidated financial statements is 
based on the assumption that a group of enterprises can be treated as a single accounting entity 
regardless of any legal distinctions that may exist among the separate corporate entities. Thus 
consolidated financial statements provide an overall financial view of the group of companies saving 
the users the bother of putting together reports of the individual subsidiaries. 

In the context of consolidation, a group comprises legal entities i.e. the parent and its subsidiaries.* 
The job of the analyst is made difficult by the fact that no universal agreement seems to have been 
reached on the utility of consolidated financial statements to the users. This is evident from the fact 
that publication of such statements is not a statutory requirement in a large number of countries. In 
India also, the Companies Act at present does not require consolidation. It is heartening to note, 
however, that there is a move to include the provision in the Companies Bill 1993, and it may be 
hoped that consolidated financial statements would find a place in the annual reports of companies 
having subsidiaries. Despite the doubting Thomases, the fact remains that by and large consolidated 
statements are considered necessary and it is a mandatory/statutory requirement in countries like the 
USA, UK, Canada, Germany, France, Netherlands, Japan, Australia and Denmark. Considerable 
diversity, however, exists on the techniques of consolidation adopted the worldover. The 
analyst would, therefore, have to be conversant with the different methods and mechanics of 
consolidation. 

(b) Investment in affiliates. The next conceptual difference relates to treatment of investment 
in affiliates. The two basic issues involved are the basis of its being carried and its disclosure. The 
practice of carrying investments on a cost basis seems to be more popular as it is prevalent in 
Australia, France, Germany, India, Japan, New Zealand, South Africa, Spain, Switzerland and the 
USA. Some countries like Argentina, Brazil, Chile and Peru carry the investment in affiliates on a 
cost basis plus the par value of the stock dividends received. In UK, some companies carry the 
investment at cost plus net loans to the subsidiary. 

(c) Revaluation of fixed assets. The practice of appreciating fixed assets to current values 
following a revaluation or the application of price level indices is prevalent in a number of countries. 
The offsetting credit is taken to an equity reserve i.e. capital reserve arising on revaluation of assets. 
The basis on which fixed assets are restated is also generally disclosed in the statements. However, 
the practice is generally not consistently followed, except in triple digit countries such as Brazil, 
where companies are required to adjust their fixed assets annually for inflation. In most of the other 
countries, it is done on an arbitrary basis in some years. This phenomenon is reflected in the sample 
extracts from annual reports of companies in India and the UK. 

An extract from Senior Engineering Group pic. UK 

Statement of Accounting Policies 

The accounts are prepared under the historical cost convention modified to include the revaluation 
of land and buildings. The notes to the financial statement give the movement in the tangible fixed 
assets during the year and the revaluation in the earlier years, which reveals that the freehold land 
and buildings have been revalued during the years 1979, 1982, and 1988.*^ 


A subsidiary is defined as an enterprise that is controlled by another enterprise, known as the parent. 



ANALYSIS OF FOREIGN FINANCIAL STATEMENTS 


371 


TANGIBLE HXED ASSETS 
(A) The movement in the year was as follows: 





Subsidiaries 


t Company 

Group 


Freehold 
land and 
buildings 
£000’s 

Leasehold land and 
buildings 

Long leases Short leases 
LOGO’S LOGO'S 

Plant 

and 

equipment 

£000’s 

Plant 

and 

squipment 

£()00’s 

Total 

£000’s 

Cost or valuation 

At 1st January, 1989 

Cost 

6,551 

232 

237 

42,704 

374 

50,071 

Valuation 

10,421 

1.775 

— 

— 

— 

12,196 

Currency variations 

515 

— 

11 

1,188 

— 

1,714 

Additions 

1,190 

9 

269 

9,401 

85 

10,954 

Businesses acquired 

3,196 

— 

9 

9,129 

— 

12,334 

Disposals 

(561) 

— 

— 

(1,726) 

(46) 

(2,333) 

Businesses disposed 

(1,198) 

— 

— 

(1.098) 

— 

(2,296) 

At 31st December. 1989* 

20,114 

2,016 

526 

59,598 

386 

82,640 

Cost 

9,729 

241 

526 

59,598 

386 

70,480 

Prefessional valuation 

1979 

1,523 




_ 

1,523 

1982 

1,894 

— 

— 

— 

— 

1,894 

1988 

6,968 

1,775 

— 

— 


8,743 

At 31st December, 1989 

20,114 

2,016 

526 

59,598 

386 

82,640 



— 

— 


— 


Depreciation 

At 1st January, 1989 

1,072 

21 

96 

26,207 

145 

27,541 

Currency variations 

112 

— 

6 

710 

— 

828 

Charge for the year 

328 

64 

17 

4,520 

75 

5,004 

Businesses acquired 

49 

— 

— 

5,757 

— 

5,806 

Disposals 

— 

— 

— 

(1,230) 

(33) 

(1,263) 

Businesses disposed 

(54) 

— 

— 

(732) 

— 

(786) 

At 31st December, 1989 

1,507 

85 

119 

35,232 

187 

37,130 

Net book value 

At 31st December, 1989 

18,607 

1,931 

407 

24,366 

199 

45,510 

Net book value 

At 31 St December, 1988 

15,900 

1,986 

141 

16,497 

202 

34.726 









Source: Report and Accounts, Senior Engineering Group pIc, Hertfordshire, U.K., 1989, p. 15. 

* The depreciable amount included in freehold land and buildings at 31st December, 1989 amounted to £ 14,433,000 
(1988 - £ 12,374.000). 
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An extract from Straw Products Ltd.—Annual Report 1990-91 


Fixed Assets 


STRAW PRODUCTS LTD. 
Schedule 5 


Description 

1st April 
1990 

Gross book 
value 

Added on 
revaluation 
as at 1-4-90 
^[Note 6(a)] 

Additions/ 

adjustments 

Sales 

adjustments 

31st March 
1991 

Gross book 
value 

Land 

176.36 

_ 

_ 

0.01 

176.35 

Leasehold land 

99.88 

— 

3.26 

— 

103.14'“’ 

Buildings 

2031.25 

670.16 

116.10 

— 

2817.51 

Plant and machinery 

17570.70 

13387.50 

1059.00 

147.77 

31869.43 

Furniture, fixtures and equipments 

353.20 

— 

64.57 

13.48 

404.29 

Vehicles and locomotives 

217,72 

— 

58.56 

28.72 

247.56 

Railway siding 

186.76 

173.55 

— 

— 

360.31 

Total 

20635.87 

14231.21 

1301.49 

189.98 

35978.59 


Source: 52nd Annual Report of Straw Products Ltd.. 1990-91. Jaykaypur, Orissa. 

t Note 6(a) Land, buildings, plant and machinery and railway siding of paper mills division, excluding land and buildings at 
Calcutta were revalued as on 1-1-84. The revaluation in respect of factory and service buildings, plant and machinery and 
railway siding of paper mills division has been updated and similar assets of Lakshmi Cement Division have been revalued 
as on 1-4-90 based on current replacement cost by the valuers appointed for the purpose. As a result, book value of such assets 
has been increased by Rs 14231.21 lacs which amount has been transferred to Capital Reserve. 

Notes: (a) Includes cost of land Rs 0.51 lac and Leasehold land Rs 16.38 lacs pending registration and cost of 4.67 acres land 
given on lease to Employees State Insurance Corporation for construction of hospital for employees. 

(b) Includes Rs 750 for shares in Housing Societies. 

(c) Includes additional depreciation (multiple shift) provided for earlier years Rs 804.03 lacs. 

(d) Depreciation on buildings, plant and machinery and railway siding of all divisions except Board Mills is provided 
as per straight line method considering the rates in force at the time of respective additions of the assets made 
before 2-4-1987 and on additions thereafter at the rates and in the manner specified in Schedule XIV of the 
Companies Act 1956. Depreciation on other assets is provided on written down value method as per the said 
Schedule. Leasehold land is being depreciated over the lease period. 


(d) Accounting for price level changes. Another controversial issue is accounting for inflation. 
The changing value of the monetary currency as a result of inflation necessitated some rethinking on 
the stable measuring unit assumption in accounting. There is widespread agreement that historical 
cost accounts are unsatisfactory, particularly when price changes are significant. Though the accounting 
profession has been grappling with the problem since the late 1960s, no consensus has been reached 
on a universally accepted formula regarding the adjustments necessary for price changes so that 
financial statements reflect a true and fair picture. In fact, the eu^husiasm for accounting for price 
level changes has dampened considerably in recent years as a result of the slowing down of the rate 
of inflation in important countries—less than 5 per cent. For instance, it was 1.9 per cent in Japan, 
2.8 per cent in the US, and 4.3 per cent in Germany. Consequently, accounting standards which had 
been developed and pronounced in the 1980s have either been made voluntary, or withdrawn e.g. in 
the USA and Canada, disclosure of supplementary information on the effect of changing prices on 
sales, profits etc., is encouraged but not required, and in the UK, the standard has been withdrawn. 
It should not be overlooked, however, that even when inflation rates have slowed down, accounting 
for changing prices is useful since: 


♦For details see Chapter 6 on Accounting for Changing Prices. 
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1 . cummulative effect of low rate of inflation over time can be significant; 

2 . the distorting effect of price inflation can persist for many years; 

3. specific price changes may be significant even though changes in the general price level 
may not. 

When examining consolidated financial statements the analyst is particuKirly concerned with 
the problem of inflation. This is because traditional methods of translation do n >t explicitly provide 
a cure for the malady. Hence, to provide meaningful information in consolidated financial statements 
the treatment of overseas inflation will entail stretching the consolidation proce dure to incorporate 
the adjustments for changing prices. The analyst must, therefore, be conversant with the approaches 
that may be adopted by companies for this purpose, as different approaches would have a different 
impact on the reported profits. 

Differences in income determination. In the absence of a universal system of accounting, the 
analyst is confornted with a host of diversities in accounting practices relating lo determination of 
income. Measurement of company profits is closely related lo national characteristics such as managerial 
philosophy, the structure and development of capital markets, legal requirements, tax laws, and the 
extent and effectiveness of professional accounting standards. A study by Gray‘d revealed that profit 
measurement behaviour in France and Germany is significantly different from that in the UK. An 
evaluation of the direction of these differences showed that French and German companies were 
significantly more conservative or pessimistic as compared to the UK companies. In contrast, it was 
evident that no significant difference existed between France and Germany. 

Even if a considerable degree of harmonization is achieved, differences would still exist on 
account of defects or discretion in the computation of the data itself about which the analyst has no 
information. The notorious areas of management discretion are stock valuation and depreciation. It 
would be difficult for the analyst in the normal course of events lo adjust slock valuation and 
depreciation figures to a comparable basis. Some of the aspects which have a considerable influence 
on reported income include 

(a) Stock/inventory valuation. Though the ‘lower of cost or market’ rule prevails in most of 
the important countries of the world,* differences exist with regard to the method used to determine 
cost and the interpretation of the term ‘market value’. Market value is generally interpreted as net 
realizable value in the UK, the Netherlands, India, Sweden and Norway. In the USA, it usually means 
replacement cost. In Canada, however, it may mean replacement cost for raw materials and supplies, 
and realizable value in the context of finished goods as is revealed from an extract of the annual 
report of the Canadian Pacific Limited: 

Raw materials and supplies are valued at lower of cost and replacement cost. Finished goods are 

valued at the lower of cost and net realizable value. 

Similarly, determination of cost may involve the use of FIFO (firsl-in-first-out), LIFO (last-in-first- 
out) or weighted average. In countries such as the UK and India, FIFO is more popular because LIFO 
is not acceptable for tax purposes. In the USA, on the other hdnd, LIFO is the predominant method. 
In the Netherlands, some companies use both FIFO and LIFO as is revealed from the extract from 
the annual report of the Royal Dutch company:*^ 

* In Japan, however, the Mitsubishi Kasei Corporation states inventories of finished goods and raw materials at 
cost, determined by the LIFO method. 
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Inventories are valued at cost to the Group or net realizable value, whichever is lower. Such cost 
is determined for the most part by the first-in-first out (FIFO), but relatively important amounts are 
determined on the basis of the last-in-first-out (LIFO) method. Cost comprises all direct purchase 
costs and attributable operating expenses. 

(b) Depreciation policy. The depreciation policy of a company also exercises a decisive 
influence on the reported income. The two methods popular throughout the world are the written- 
down value and straight line methods. The difference basically lies in the rates adopted which is 
based on management’s discretion of the period of estimated useful life of the asset. In India, the 
provisions with regard to depreciation are contained in Section 205, Schedule XIV prescribes the 
minimum rates of depreciation applicable to various categories of assets. However, if on the basis 
of a bonafide technological evaluation, higher rates of depreciation are justified they may be provided 
with proper disclosure by way of a note forming part of the annual accounts. In Japan, companies 
adopt the declining balance method, the rates being influenced by tax laws. Thus the analyst has to 
rely on the judgment of the management for ascertaining the appropriateness of the depreciation 
provision. 

(c) Treatment of intangible assets. The practice in this area varies considerably from country 
to country and from company to company within a country. In Sweden, for instance, amortization of 
intangible assets such as goodwill varies from 5 to 20 years.^^ Similarly, the practice of capitalizing and 
amortizing development expenditure over its useful economic life is not permitted in some countries 
like the USA and Germany, whereas it is an accepted practice in the UK, France, Denmark and 
Sweden. 

(d) Foreign currency translation. The currency translation method adopted for consolidating 
financial statements of subsidiaries and the treatment of translation gains or losses arising thereon 
also has an important bearing on the reported income of a company.* 

Disclosure and presentation differences. Considerable differences exist with regard to disclosure 
and presentation of information relevant to the decision-maker. Some important issues that deserve 
the attention of the analyst are, 

(a) Changes in accounting policies. Accounting standards in most countries require 
the disclosure of any change in the accounting policy of the company. Accordingly, companies 
in most countries simply mention the change in the accounting policy, but the monetary effect of 
such a change is seldom disclosed. In India also, companies generally disclose only the change 
in accounting policy and not its impact. The Companies Bill 1993, however, provides for 
disclosure of the amount by which any item in the financial statement is affected by such change. 
Hence, it may be expected that such disclosures would be made by companies in India in the near 
future. 

(b) Accounting for leases and rental commitments. Another significant disclosure relates to 
treatment of lease and rental commitments. The accounting treatment accorded to lease contracts is 
generally mentioned but the commitment for future rentals seldom is. In India, a few companies 
mention it in their accounting policies and some under contingent liabilities. 


* For details on the impact of currency translation methods on reported income see Chapter 4. 
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(c) Contingencies. The policy with regard to disclosure of contingencies also varies 
considerably from country to country. In the USA, the nature of contingent liabilities is mentioned 
but it is generally not quantified. Companies in Norway, Sweden and India sometimes quantify the 
estimated contingency. Future capital commitments are disclosed by companies in a number of 
countries. 

(d) Reserves and provisions. The most important areas of flexibility relal. to transfers to and 
from reserves and the creation and write-back of provisions for various risks and special purposes. 
These may be used by the management of the company to create hidden or se^ ret reserves and to 
smooth or bias fluctuations in profits. 

That there is a correlation between the extent of financial disclosure and ihe development of 
capital markets is well reflected in the Indian situation. The growth of the capital market has compelled 
the government to make amendments in the Companies Act. These amendments are proposed in the 
Companies Amendment Bill 1993 which, when approved by Parliament is expected to result in 
greater transparency in reporting practices in India. 

Environmental Differences 

A significant fact that the analyst cannot afford to overlook is the economic, legal and cultural 
differences prevalent. Unawareness of these differences could lead to incorrect conclusions. For 
instance, if a comparison is made between a US and a Japaness company, it is imperative for the 
analyst to understand the particular environment influences. An initial comparison of the aggregate 
financial ratios of manufacturing enterprises in Japan with those in the US would apparently reveal 
ihat the Japanese companies generally appear to be less liquid, solvent, efficient or profitable than 
their US counterparts. An insight into the social, cultural, economic, and legal environment will 
reveal the reasons for the striking difference and help to make a better analysis of the investment 
potential. 

Following the second World War, the Japanese government was faced with the task of rebuilding 
the economy virtually from scratch. The government decided that heavy use of bank loans would be 
the most efficient and effective method of financing postwar growth. Thus the new enterprise groupings 
(Keiristu) were formed around Japan’s major commercial banks. Consequently, the Japanese banking 
system has traditionally supplied the corporate sector with vital funds at relatively low interest for 
productive investment. Cross-shareholding between city banks and major corporations was common. 
This causes banks to assume a dual role of creditor and owner and the practice promotes a mutual 
bonding that enhances loyalty. With this sort of a relationship, it is rare that a bank would impose 
financial penalties on delayed interest payments or call in a delinquent loan from a related company. 
The bank would instead help the company out by postponing interest and principal repayments, or 
even refinance the loan on more liberal terms. The bank may even instal an official on the board of 
the company to provide managerial assistance. 

In the given scenario a high leverage of the Japanese company should not cause any alarm to 
the analyst. Similarly, lower profitability may be accounted for by the fact that management 
compensation benefits in Japan are not dependent upon reported short-term profits and so Japanese 
managers’ attitudes and practices focus on long-term goals such as increasing the market share and 
productive efficiency. A study by Choi et al^* revealed that despite high debt and lower interest 
coverage ratios in Japan, actual bankruptcy experiences have not exceeded those in the US, and have 
indeed been lower. Thus it is imperative for the analyst to understand the environment of the reporting 
country before drawing any inferences on the basis of foreign financial statements. 
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SUMMARY 

The flow of capital across national borders has increased manifold over the last decade or so. The 
deregulation of capital markets in central and eastern Europe and some Asian countries, including 
India, has led to further integration of world financial markets. This accelerating globalization of the 
capital market holds profound implications for accounting practices and policy. The problems that a 
reader would encounter in analysing global financial statements would differ in nature and magnitude 
from those faced in dealing with domestic statements. The problems of reliability and timeliness of 
information, language and terminology, format and content and currency of annual reports may be 
considered trivial, and require little effort on the part of the analyst. The more complicated issues 
before the analyst relate to conceptual issues such as consolidation, revaluation of assets, accounting 
for inflation and investment in affiliates. Measurement of profits is closely related to national 
characteristics such as management philosophy, structure and development of capital markets, legal 
requirements, tax laws and extent and effectiveness of professional accounting standards. Hence, 
considerable diversity prevails in this regard. Similarly, a host of differences exist with regard to 
disclosure and presentation of relevant information for the decision-maker. The global investor has, 
therefore, to wrestle with a host of cross-border differences while performing the stupendous task of 
comparing and contrasting potential opportunities before making any investment decision. 

REVIEW QUESTIONS 

1 . What do you understand by the term ‘financial statement analysis’? Who may undertake such 
an analysis and why? 

2* What is the analyst attempting to learn by studying comparative financial statements? 

3. Explain how vertical analysis differs from horizontal analysis. Which financial statement analysis 
tool would be more useful in comparing two companies of vastly differing sizes? Explain your 
position. 

4. “Financial ratio analysis is the most extensively used tool because it is capable of servicing the 
information needs of various categories of users of financial statements.” Comment. 

5. Would you consider quick ratio a better measure of the very short-term liquid position of a 
company as compared to the current ratio? Explain your position with the help of examples. 

6 . “The accounting policy notes are a treasure-house of information for the analyst.” Comment. 

7. What ratios would you use to assess the solvency position of an organization? 

8 . How would you, as a potential investor, assess the ability of the management to use the resources 
of the entity effectively? 

9. A company desirous of investing abroad entrusts you with the task of analysing the financial 
statements of foreign companies for the purpose. What are the problems you are likely to 
encounter and how would you overcome them? 

10 . “Diversity in accounting principles and practices complicates the efforts of the analyst to assess 
comparative investor-potential in companies abroad.” Comment. 

11. “The analyst cannot afford to ignore environmental differences when analysing global financial 
statements.” Comment. 

12. Explain the national characteristics that influence the measurement of profits by companies in a 
country. 
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Chapter 15 


Integrating Ethics into the Accounting 
Curriculum 


INTRODUCTION 



The last few years have witnessed considerable emphasis on ethical issues as a result of an increasing 
awareness amongst the accountancy bodies that the profession is» to some extent, under siege. Numerous 
accountancy firms have been found to infringe ethical standards. This is evidenced in the comment 
by Jack Maurice, Secretary of the Ethics Committee of the Institute of Chartered Accountants in 
England and Wales (ICAEW) that “there is a gap regarding the ethical dealings of firms. There is 
an increasing criticism of accountancy firms accepting appointments, particularly liquidations where 
they have previous relationship with that client.”* To counter the situation and bolster public confidence 
in the profession, a two-pronged effort is being undertaken, particularly in the developed world. 
Attempts are on in the US, UK and Australia to revamp the ethics rule book and increased attention 
is being directed towards integration of ethics into the business and accounting curriculum. This 
chapter focuses primarily on the need for inclusion of ethics in accounting education, the relevant 
issues concerning this and the possible solutions to the problem. A separate section deals with the 
Indian scenario. 


THE NEED FOR TEACHING ACCOUNTING ETHICS 

It is interesting to note that the integration of ethics into the curriculum of accounting students was 
advocated as eady.as-i5.53_by editor of the Journal of Accountancy. He held the view that 

ethics should be a subject of study for every accounting student. However, the_ 5 ccoimUng^ aca demic 
community has been slow to respond to this suggestion. In fact, the early writers on the subject 
doubted the appropriateness of the move to include ethics in the curriculum.^ This apathy to change 
was also reflected in a review of required university courses, programmes, and teaching methods by 
the American Accounting Association’s Committee on the Future Structure, Content and Scope of 
Accounting Education in the USA in 1986.^ Its findings were that, the substance of accounting 
education has remained essentially the same over the last 50 years, though some diversity has 
developed in its structure. The Committee made a positive recommendation on the integration of 
ethics in the accounting curriculum—“Accounting education must not only emphasize the needed 
skills and knowledge, it must also instill the ethical standards and the commij^ent of a professional”. 
The proliferation of fraudulent reporting cases and the widespread fraud associated with tfading in 
securities compelled the National Commission on Fraudulent Financial Reporting"* in the USA to 
reconunend the inclusion of ethics in every business and accounting course. It is, therefore, appropriate 
that we throw some light on the factors that have led to the increased emphasis on ethical education 
in recent years. 
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The last few decades have witnessed a significant change in the structure of society as a 
consequence of the redistribution of wealth, levelling of incomes, computerization and the expansion 
of the social services and consequently in expectations and attitudes. The accounting profession and 
the organizational structure it serves have also experienced considerable change over the past few 
decades. More diversified services are offered, the number of qualified peo{'le admitted into the 
profession has increased manifold and some accounting firms have even expanded into corporate 
conglomerates. This growth in size and expertise is not an unmixed blessing. Piofessionals find they 
exist in an increasingly materialistic, sceptical society where ethical values aie at a discount. The 
number of accountants that have been found to infringe ethical standards is on the increase and the 
accounting profession has come under close scrutiny as a result. 

Changes in the nature and extent of competition within the profession have also highlighted the 
conflicts between professional attitudes and current commercial reality. Dwelling on the ethical issues 
arising in the accounting profession Finn et al have aptly observed. 

In a pluralistic society where there are many expectations to be met ethical conflitis are inevitable. 

There are times when an individual interacts with other people and finds that his or her duties 
towards one group are inconsistent with his or her duties towards some other group (including 
oneself). The attempt to re.solve these opposing obligations will, according to the current standards, 
determine whether his or her behaviour is ethical or not. This happens in practically every segment 
of accounting.^ 

In order to maintain professional credibility it is essential that the profession be perceived to 
be independent, competent and performing in the most efficient and ethical manner. As new concepts 
and standards of behaviour are evolving in society, there is also a shift in moral and ethical norms 
thereby necessitating the overhauling of professional ethics. The adaptation of the code of professional 
ethics to current societal needs will result in redefining the role of professional members and 
enhancement of public acceptability of the profession. The three chartered accountancy bodies in the 
UK and Ireland have already revamped their ethical rule books^ in an attempt to bolster public 
confidence in the profession. The American Institute of Certified Public Accountants (AICPA) is also 
thinking about revamping the whole format of its regulations. 

The crUQalisjaife is whether ihfi-gapjbetween public expec^^^^^^ and the level of performance 
responsive to present ethical norms can j^ bridged by merely upgrading codes of ethics and improving 
professional standsu-ds or does it require something; more? In recent years many writers have shared 
the strong conviction that this can be achieved through the integration of ethics in the accounting 
curriculum.^ Despite the need and urgency of the issue, the progress in this direction is rather slow. 
Langenderfer and Rockness also rightly observe that the accounting academic community and individual 
accounting professors have been slow to accept ethics education and have been reluctant to include 
it in the accounting curriculum.* It is heartening to note, however, that both professional and academic 
accounting organizations in the developed countries, particularly the USA are responding to the 
challenge. For instance in 1988, the American Accounting Association (AAA) initiated a project on 
professionalism and ethics for conducting annual seminars on ethics education for academics and 
professionals. It also aims at collecting ethics^related cases that will be available for use by the 
accounting profession. Hosmer^ lists three reasons to explaih the reluctance of business schools in 
general to incorporate ethics into their curriculum. 

The first reason is a lack of understanding about the nature of ethics in management. Echoing 
the same opinion Rest*® suggests that the business curriculum ought to combine the professional 
expertise of business school professors with that of educators in the normative disciplines including 
moral philosophy, theology and law. Similarly, a study of the content and scope of ethics education 
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in schools accredited by the American Assembly of Collegiate Schools of Business by the Ethics 
Resource Centre in 1988 also concluded that a shortage of qualified teachers was an important reason 
for the non-inclusion of ethics in the curriculum of certain undergraduate programmes.*^ 

Reliance by many business school professors on the Pareto optimality concept* is the second 
argument put forward by Hosmer. This reliance leads business schools to lay emphasis on maxiniij^tton 
of corporat^ pjofits as the. primary .decision rule. Consequently, this could preclude a serious 
consideration of ethical factors in the management decision-making process. 

The third objection to the integration of ethics is the belief that ethics isj^‘s(^Clield^wh 
business school faculties have a preference for ob^ctive^ well-defined topics. 

SUGGESTED GOALS FOR TEACHING ACCOUNTING ETHICS 

Daniel Callahan,*^ a leading authority on ethics has suggested several goals for teaching ethics. He 
has classified these goals into three major categories, namely 

1 . Goals which he considers important for all courses in ethics 

2. Goals which are doubtful for all courses; and 

3. Special topics. 

of the first category Loeb*^ mentions five goals that he considers to be of relevance to accounting. 
These include: 

Stimulating the moral imagination. A course in ethics should aim at stimulating the moral 
imagination of the student so as to enable him to identify situations in which people may be harmed 
so that he may then endeavour to avoid such situations. As Callahan observes, “students should 
realize that human beings live their lives in a web of moral relationships... and that moral choices 
are inevitable and often difficult”. 

Recognizing ethical issues. The second goal is closely related to the first. It is important to 
encourage students to recognize issues in accounting that have ethical implications. Attentiveness to 
ethical issues helps to explain variation in ethical behaviour among public accountants. 

Developing the abilities to deal with ethical conflicts. The third and fourth goals suggested by 
Callahan are the eliciting of a sense of moral obligation and development of analytical skills. Both 
these goals involve the individual in developing his thinking and then using these abilities to deal 
with ethical conflicts encountered in the course of his profession. 

Tolerating and reducing disagreement and ambiguity. This is perhaps the most important goal 
in a profession where uncertainties abound. 

Setting the stage for a change in ethical behaviour. Callahan contends that changing an individual*s 
moral behaviour is not an appropriate goal of an ethics course; instead, such a course should set the 
stage for a change in an individual*s overall behaviour. Thus, an ethics course should imbibe the 


*This concept argues that if managers follow the decision strategy of maximizing profits, society will reach a 
stale of equilibrium whereby one individual or group can be helped only by taking away resources from another 
individual or group. 
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potentiality for change as a result of ethical analysis and judgement. Loeh supports the view 
that in accounting, ethics education should incorporate the important goals spelled out by 
Callahan. 

It thus seems reasonable to expect a college or university accounting education to stimulate a 
student to relate his or her accounting education to moral issues, recognize issues in accounting that 
have ethical implications, develop a sense of moral obligation or responsibility, develop the abilities 
needed to deal with ethical conflicts or dilemmas and learn to deal with the uncertainties of the 
accounting profession. Additionally, it should also set the stage for an overall ^ hange in the ethical 
behaviour of an accountant. 

OPERATIONAL PROBLEMS 

The putting into practice of any regimen to achieve the goals suggested abo\r involves a host of 
problems. Important among them are: 

1 . Where should the course be taught? 

2. Who should teach it? 

3. What teaching techniques should be made use of? 

4. What should be the depth of coverage? 

5. What should be the main targets of ethics education? 

Where Should the Course be Taught? 

One of the key issues integral to the implementation of these goals is whether accounting ethics 
should be taught throughout the accounting curriculum or in one specific course. Langenderfer and 
Rockness® refer to this issue as the ‘philosophical-practical’ dilemma. Both approaches have their 
merits and drawbacks. Where instruction is imparted in one specific course in ethics, it is quite 
possible that it would be taught from a philosophical perspective and consist of basic discussions of 
rights and responsibilities within an ethical framework using general ethical situations. Such a course 
would not create an awareness among the students of the ethical dilemmas they will face in practice. 
On the other hand, teaching ethics throughout the curriculum gives them greater exposure to real- 
world ethical dilemmas. As Mai-Dalton*"* contends “teaching ethics throughout the curriculum permits 
the students continuously to wrestle with the relevant issues and sharpen their ethical awareness”. 

Hence, if ethical education is to be effective, it must be integrated into the accounting courses. 
The Treadway Commission in the USA has also suggested that ethics should be a part of all accounting 
courses.^ This is not a trivial issue. Teaching ethics throughout the accounting course would mean 
that almost all accounting faculty members would have to teach ethics, and most of them would, 
therefore, need to be trained for the purpose. The teaching of ethics in one specific course is relatively 
more economical and reduces or even eliminates the problems associated with training a large 
number of faculty to teach accounting ethics. Using one course is not an unmixed blessing and 
together with the shortcoming of real-life oriented teaching mentioned earlier, the timing perspective 
is also significant. At what point in the accounting curriculum should the course be introduced? A 
proper timing perspective is essential so that students understand the accounting issues raised. 

Who Should Teach Ethics? 

Another thorny issue relates to the faculty to be assigned the responsibility of imparting ethics 
instruction to the students. There could be three possible alternatives: 
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1. Teachers of accounting 

2. Individuals whose primary field is ethics i.e. ethicists 

3. An interdisciplinary team. 

Teachers of accounting. There are basically two issues involved in this approach. Firstly, would 
teachers of accounting be willing to take on this added responsibility, and are they competent to do 
so? The two issues may be interdependent also. The accounting faculty may be hesistant to discuss 
ethical issues in the classroom because they are not trained as ethicists or because they are not certain 
of their own moral stances. Langenderfer and Rockness term this as the 'moral-amorar dilemma. 
This reluctance may be on two counts—the perceptions of the accounting professors or the practical 
difficulties they are bound to encounter in the process. 

Reluctance of the accounting faculty may be on account of the perception that ethics should be 
taught from a quasi-religious or quasi-moralistic point of view only by those who are specially trained 
in this philosophical mode. However, if this view is taken seriously accounting students would probably 
be deprived of the benefit of instructions in ethics because the number of trained ethicists is limited. 

Another reason for the unwillingness of the accounting faculty to discuss ethical issues in the 
classroom may be their preconceived notion that students entering college have already established 
their moral values and that discussions on ethical dilemmas in the classroom will not succeed in 
changing these established views. This view is also shared by Hosmer who feels that ethics cannot 
be taught to students whose value systems are already formed. Literature on education, however, does 
not support this belief. Kohlberg’s theory of moral development and the six stages of moral judgment 
as mentioned by Reimer et al., support the concept that college-age students’ moral values and 
approaches to ethical situations are not permanently entrenched in already formed moral stances and 
may be further developed in the educational process.*^ 

Reluctance to teach ethics may also be on account of the view that ethics involves students* 
personal values, which they feel they should not try to influence or change. The practical difficulties 
that faculty members are likely to encounter on the integration of ethics in the accounting curriculum, 
which may act as a deterrent include lack of teaching material, particularly relevant cases on ethics. 

The second question often asked is, are the accounting faculty competent enough to teach 
ethics? Much difference of opinion exists on this issue. Grimstad, one of the earliest writers on the 
teaching of ethics in accountancy has expressed doubts on the competence of the accounting teacher 
to do so. He observes, 

To teach ethics it is necessary to have a historical perspective, a broad understanding of societal 
forces and a philosophical orientation. The accounting teacher, who in his own educational background 
and professional training may not have acquired these outlooks is not likely to explore the 'whys* 
of ethical standards or to question their v^idity. 

Hosmer on the other hand, holds the view that business faculty should be teaching business 
ethics to assure the relevance of the ethical problems addressed in the class. However, Mayer- 
Sommer and Loeb*^ suggest that a crucial factor in successful professional socialization is the student 
perception that the teacher has a strong theory of practice. Equally important and perhaps closely 
associated with a strong ‘theory of practice*, is for the individual teaching accounting ethics to have 
an understanding of the uncertainties inherent in the actual practice of accounting. 

Instructions be imparted by ethicists. The second alternative course of action is that teaching of 
ethics be left to those individuals whose primary field is ethics. There is one school of thought which 
holds that ethics should be taught from a quasi-religious or quasi-moralistic point of view only by 
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those who arc specifically trained in this philosophical mode. However, if the teaching of ethics was 
left to ethicists, two problems would arise. Firstly, the number of trained ethicists being limited, it 
would not be possible for them to take care of the ethical education of the vast number of accounting 
students in business schools and universities. Secondly, pure ethicists are generally not exposed to the 
specific ethical dilemmas accountants are likely to be confronted with in perfonaing their accounting 
function. 

Team teaching. The third approach suggested is team teaching i.e. students be taught by two 
individuals, one with primary training in accounting and the other with primaiy training in ethics. 
Team teaching has the doubtless advantage that it helps to eliminate the shorten mings of leaving the 
teaching of ethics simply to either the accountant or the ethicist. It is, however, an expensive proposal 
and also, the effectiveness of the instruction imparted will depend on the inti raction between the 
individuals in the teaching team and their ability to effectively integrate the material. 

An appraisal of the three approaches leads us to the conclusion that for effective integration 
of ethics in the accounting curriculum, its teaching ought to be entrusted to the accounting faculty 
who should be trained to overcome their reluctance to deal with ethical dilemmas in the classroom. 
Besides, the reward structure should be such that it encourages the accounting faculty to devote time 
to developing ethics modules within the accounting curriculum. 

Teaching Techniques 

The variety of teaching techniques available such as lectures, guest lectures, case discussions and role 
playing may be used effectively to teach ethics also. Lectures would be appropriate for introduction 
of background knowledge. Guest lectures from ethicists and accounting practitioners could be arranged 
to provide variety and a feel of real life. Several authorities such as Mai-Dalion, Langenderfer and 
Rockness advocated the case method of teaching as the best way of presenting ethical issues in 
accounting classroom. It must not, however, be forgotten that teaching is an art and there are no 
guaranteed ways to teach courses on ethics, any more successful than others. The technique or 
techniques that may be used by a teacher is a matter of personal preference, depending on what he 
or she feels most comfortable using. 

The Depth of Coverage 

The depth of coverage is important. For ethical education to be meaningful, there must be an 
agreement on the values that are considered right. Ten of these values have been identified and 
described by Michael Josephson.^® These ten core values yield a series of principles that delineate 
right and wrong in general terms. They therefore provide a guide to human behaviour. Brackner*^ 
finds them to be a valuable tool in examining the ethical implications of a situation and providing 
solid reference points for ethical problem-solving. The ten ethical principles are: 

1. Honesty. Honesty is a familiar and universal term applied alike to actions and principles. 
It subsumes in the person virtues of truthfulness, sincerity, forthrightness and candidness. Consequently, 
he or she would desist from stealing, cheating, lying to, qr deceiving persons he or she interacts 
with. 

2. Integrity. Integrity, from integer, whole or sound, signifies soundness of principle and is applied 
to cases where a particular trust is reposed. A person of integrity is one who faithfully discharges his 
or her trust, acts uprightly on convictions and who considers the interest of others above his or her 
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own. In other words, a person of integrity would not adopt an end-justifies-the-means philosophy that 
ignores principles, or be double-faced and unscrupulous. 

3. Promise-keeping. It is important to learn to keep promises, fulfil commitments and abide by the 
spirit as well as the letter of an agreement. One should refrain from interpreting agreements in a 
technical or legalistic manner in order to rationalize non-compliance or create excuses for breaking 
commitments. 

4. Fidelity. Fidelity is a disposition of the mind to adhere to the faith which is reposed in someone. 
Fidelity depends on relationships and connections, and is generally due amongst members of the 
family, friends, employer and employee relationships etc. The principle of fidelity thus requires a 
person not to use or disclose information learned in confidence. In a professional context, it helps 
him to safeguard the ability to make independent professional judgments by scrupulously avoiding 
undue influences and conflicts of interest. 

5. Fairness. Fairness is generally considered synonymous with honesty, but there is a shade of 
difference between the two. When fair and honest are both applied to the external conduct, the former 
expresses more than the latter, a person may be honest without being fair, but he cannot be fair 
without being honest. Fairness enters into every little circumstance connected with the interest of the 
parties, and weighs them alike. A fair person is open-minded and willing to admit error. He demonstrates 
a commitment to justice, the equal treatment of individuals, and tolerance for diversity. A fair person 
would not take undue advantage of another’s mistakes or adversities. 

6. Caring for others. Another core value that would provide a guide to human behaviour is to be 
compassionate, caring and kind. This would encourage a person to help those in need and avoid 
causing harm to others. 

7. Respect for others. An important value described by Josephson is to demonstrate respect for 
human dignity, privacy and the right to self-determination of all people. In the professional context, 
it would require a person to provide others with the information required by them to make informed 
decisions and to avoid patronizing or demeaning them. 

8. Responsible citizenship. This principle focuses on the privileges and duties of a citizen towards 
the State. It calls for a person to obey just laws and exercise all democratic rights and privileges 
responsibly by participation. When holding a position of leadership or authority, he should openly 
respect and honour democratic processes of decisions-making, avoid unnecessary secrecy or 
concealment of information and assure that others have the information required to make intelligent 
choices and exercise their rights. 

9. Pursuit of excellence. Pursuit of excellence in all matters will encourage a person to be well 
informed and well-prepared and to develop and maintain a high degree of competence. In meeting 
personal and professional responsibilities he or she would prove to be diligent, reliable, industrious and 
committed. Though one should not be content with mediocrity, yet he should not aspire to win ‘at 
any cost*. 

10. Accountability. Accountability implies giving an account or explanation of one’s actions. 
Accountability results from the relationship of the parties. For instance, a person is accountable to 
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his or her employer for the manner in which he or she conducts any business entrusted to him or her. 
Accountability thus enjoins on a person to accept responsibility for decisions taken and the foreseeable 
consequences of actions and inactions. He or she must avoid even the appearance of impropriety and 
take whatever action is necessary to correct or prevent inappropriate conduct b> others. 

These ten values provide a guide to human behaviour and can be valuable in examining the 
ethical implications of a situation and providing solid reference points for ethic.il problem-solving. 
It is reasonable to expect that through the teaching of these values, students would learn to go beyond 
what is presently taught. It will help them to identify and make decisions consistent with consensus 
values. 

The Main Targets of Ethics Education 

The main targets of ethics education ought to be students who are preparing primarily for a career 
in accounting, finance or management either in the universities or in professional institutions and it 
should form part of the training they acquire. However, it would also be worthwhile to conduct a 
course in ethics for those who are already in practice to keep in step with the changing scenario of 
activities that have ethical implications. 

THE INDIAN SCENARIO 

What is the state of affairs in India with regard to the teaching of ethics to accounting students and 
the professional ethics code expected of the practising accountants? 

As regards the first, it is heartening to note that issues relating to the integration of ethics in 
the accounting curriculum have attracted the attention of the academic community and professionals. 
This is reflected by the fact that a seminar on ‘Ethics in Accounting’ was included in the seventeenth 
annual conference of the Indian Accounting Association (I A A)* held in February 1993. The seminar 
concentrated on four major contentious issues namely, the conceptual dimensions of ethics, ethical 
relation of accounting with other disciplines, disclosure of the moral conduct of business and the 
educational dimensions of ethics.^^ This is an indication that the thinking process has already 
begun and hopefully efforts would be made to concretize it by inclusion of the teaching of ethics in 
the accounting and management courses. 

Professional Ethics and Regulation 

Chartered accountants and cost accountants in India are covered by the regulatory provisions and 
code of conduct as laid down by the Chartered Accountants’ Act of 1949 and the Cost and Works 
Accountants Act of 1959 respectively. These provisions are dealt with in more detail in the following 
pages. ed 

Probably the fkst efforts to control the accountancy profession in India were contained in the 
Companies Act of 1913, which for the first time, not only made audit of company account compulsory 
but also laid down the qualifications of an auditor, his powers and duties and the procedure for his 
appointment. Accordingly, a person holding a certificate from the local government could act as an 
auditor. In 1918, however, the Government of Bombay formulated a scheme for the training of 
entrants to the profession. A qualifying examination known as the Government Diploma in Accountancy 
(GDA) and an articleship of three years was prescribed. In order to maintain a uniform set of 
standards throughout the country, the control over practising accountants was transferred from provincial 

*The membership of the Indian Accounting Association includes both academicians and professionals. 
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governments* to the Central Government in 193^6. The Central Government constituted the Indian 
Accountancy Board to advise it on matters relating to professional accounting and introduced the 
maintenance of a Register of Accountants. 

As the profession grew in size and stature, the need was felt for an autonomous body to control 
and regulate it. This demand for autonomy was met by the passing of the Chartered Accountants Act 
in 1949, which provided for the establishment of the Institute of Chartered Accountants of India, and 
formation of a Council to be entrusted with the powers to manage the affairs of the profession. The 
Council is composed of elected representatives of chartered accountants and nominees of the Central 
Govemment^Thus, under the overall supervision of the Government, the profession evolves its own 
standards of education, training, and professional expertise, ethics and discipline. 

It must be noted here, however, that the Constitution of India (1950) conferred an independent 
status and special powers to the Comptroller and Auditor General of India who was entrusted with 
the task of auditing transactions forming part of government accounts. To regulate his duties and 
powers a separate Act, referred to as The Comptroller and Auditor General (Duties, Powers and 
Conditions of Service) Act was passed in 1971. 

The Cost and Works Accountants Act was passed in 1959 to give recognition to the body of 
accountants who specialize in the profession of cost accountancy. Thus the Institute of Cost and 
Works Accountants of India (ICWAI) was established, whose practising members are entitled to 
carry out cost audit as contemplated under Section 233B of the Companies Act of 1956. 

Ethical Standards for Professional Accountants in India 

The need for a well-defined code of conduct has been recognized in both the Chartered Accountants 
Act and the Cost and Works Accountants Act. The Acts contain detailed provisions relating to the 
misconduct by professional accountants, the procedure of inquiry, and the penalties for misconduct. 
The Councils of the ICAI and the ICWAI have been entrusted with the responsibility of enforcing 
discipline and inquiring into charges of misconduct. 

The expression ‘misconduct’ has been defined in Section 22 of the Chartered Accountants Act 
as any act or omission specified in any of the Schedules to the Act. It must be mentioned here that 
the first and second schedules to the Act contain a list of circumstances in which a chartered accountant 
is deemed to be guilty of professional misconduct. The circumstances mentioned in the schedules are 
only illustrative in nature. 

Procedure of enquiry. The provisions with regard to procedure of enquiry are contained in Section 
21 of the Chartered Accountants Act. The inquiry may be initiated by the Council either on its own 
or on receiving a complaint against a member. Again, the Council may inquire into both professional 
and other misconduct of a member. The member against whom the complaint has been lodged is 
given an opportunity to make a written statement in his defence. If on perusal of the statements of 
both parties, the Council is satisfied that a prima facie case exists, the matter is referred to the 
Disciplinary Committee otherwise, it is dismissed. 

The Disciplinary Committee would then hold an inquiry into the matter and submit its report 
to the Council. The action by the Council on the report will depend on the nature of the misconduct. 
In case the member is found guilty of a misconduct other than those specified in the First Schedule, 
the Council is required to forward the case to the competent High Court, which may even remove 

* Earlier provincial governments were granting “Unrestricted Certificates” to persons who had the prescribed 
qualifications, entitling the holders to practice throughout British India. 
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the member from membership either permanently or for such period as it deems fit. In case the 
member is found to be guilty of any professional misconduct specified in the First Schedule, he is 
afforded an opportunity to be heard in his defence before any order is passed. The Council may either 
reprimand the member or remove his name from the Register of Members. If it is of the opin* ^n that 
the member should be debarred for a period exceeding five years, it does not have the authority to 
do so, and the matter has to be referred to the competent High Court. 

Misconduct as per First Schedule. The First Schedule of the Chartered Accountants Act consists 
of three parts. The first two parts have specific applicability whereas the third part is general. 

Part one deals with provisions applicable to chartered accountants in practice. It contains 
thirteen clauses which specify certain circumstances in which the chartered acec untant is deemed to 
be guilty of professional misconduct. These circumstances arc; 

(a) Clause 1. A member would be deemed to be guilty of misconduct if ho permits any person 
to practise in his name as a chartered accountant unless such a person is also a bartered accountant 
in practice and is in partnership with or employed by the member. 

(b) Clause 2. Where a member pays or allows or agrees to pay or allow, directly or indirectly 
any share, commission, or brokerage in the fees or profits of his professional business, to any person 
other than a member of the Institute or a partner or a retired partner or a legal representative of a 
deceased partner, he is deemed to be guilty of professional misconduct. 

(c) Clause 3, A chartered accountant is not permitted to share in the profits belonging to other 
professions. If a member accepts or agrees to accept any part of the profits of the professional work 
of a lawyer, auctioneer, broker or other agent who is not a member of the Institute, it is treated as 
misconduct. 

(d) Clause 4. Misconduct will also arise where the member enters into partnership with 
persons other than those permitted under the Act namely, a member in practice; a resident outside 
India who but for his residence abroad is entitled to be registered as a member having fulfilled the 
stipulated qualifications for registration; and a person whose qualifications are recognized by the 
Central Government or the Council of the ICAI. 

In case of partnership with residents outside India, the fees or the profits of the partnership 
business both within and outside India must be shared. 

(c) Clause 5. Misconduct would also be deemed to be committed when a member tries to 
procure professional business through any agency or third party or through convassing. 

(f) Clause 6. This clause is an extension of the earlier clause and prohibits a member from 
soliciting clients or professional work either directly or indirectly by means of circulars, advertisement, 
personal communication or interview or by any other means. 

(g) Clause 7. A chartered accountant in practice is prohibited from publicising his professional 
attainments in any manner. Hence a member will be committing misconduct if he advertises his 
professional attainments or services or uses any designation or expressions other than chartered 
accountant on professional documents, visiting cards, letterheads or signboards, unless it be a degree 
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of a university established by law in India or recognized by the Central Government or a title 
indicating membership of the Institute of Chartered Accountants or any other institution that has been 
recognized by the Council. 

(h) Clause 8. An auditor is expected to communicate with the previous auditor before accepting 
a position as auditor previously held by another chartered accountant or a restricted state auditor. He 
would be deemed guilty of professional misconduct if he fails to do so. 

(i) Clause 9. Misconduct would also arise if he accepts an appointment as auditor of a 
company without ascertaining from it whether the relevant requirements of the Companies Act, 1956 
with regard to his appointment have been complied with. 

(j) Clause JO. Relating fees to the profits or results of an assignment is not in consonance 
with professional dignity and independence, hence, a member will be held guilty of misconduct if 
he charges or offers to charge, accepts or offers to accept in respect of any professional employment, 
fees which are based on a percentage of profits or which are contingent upon the findings or results 
of such employment, except in cases which are permitted under any regulations made under the 
Act.* 


(k) Clause II. Chartered accountants in practice are restrained from engaging in any other 
business or occupation except with the permission of the Council of the ICAI. Thus, a member 
should not engage himself in any business or occupation other than the profession of chartered 
accountants, unless permitted by the Council to do so. A chartered accountant is, however, not 
disentitled from being a director of a company, unless he or any of his partners is interested in such 
a company as auditor. 

(l) Clause 12. This clause seeks to avoid the unseemly and undignified situations where 
chartered accountants may compete with each other by undercutting. A member would be deemed 
to be guilty of misconduct if he accepts a position as auditor previously held by some other chartered 
accountant or a restricted state auditor in such conditions as to constitute undercutting. 

(m) Clause 13. This clause prohibits a person not being a member of the Institute or a 
member not being his partner to sign on his behalf or on behalf of his firm, any balance sheet, profit 
and loss account, report or financial statement. This clause thus intends to ensure that the ultimate 
responsibility devolves only on the chartered accountant in practice or on a partner in a firm of 
chartered accountants. 

Part two of the First Schedule specifies three circumstances in which a chartered accountant 
not in practice, i.e. in employment, would be deemed to be guilty of professional misconduct: 

1. If he pays or allows or agrees to pay directly or indirectly to any person any share in the 
emoluments of employment undertaken by the member. 

2. If the member accepts or agrees to accept any part of fees, profits or gains from a lawyer, 
a chartered accountant or broker engaged by such company, firm or person by way of commission 
or gratification; or 


*The Council of the ICAI has permitted its members to accept fees on the basis of results in case of services 
rendered by them as liquidators, receivers, auditors of cooperative societies or valuers. 
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3. If the member discloses confidential information acquired in the course of his employment, 
except as and when required by law or except as permitted by the employer. 

Part three of the First Schedule contains three rules of professional misconduc t that are applicable 
to both practising chartered accountants and those not in practice. If a member 

1. includes in any statement, return or form to be submitted to the Council, any particulars 
knowing them to be false; 

2. not being a fellow, styles himself as a fellow; or 

3. does not supply the information called for; or does not comply with the requirements asked 
for, by the Council or any of its Committees. 

Misconduct as per Second Schedule 

The Second Schedule also consists of two parts: The first part is applicable to chartered accountants 
in practice and the second part applies to both i.e. whether in practice or not. As stated earlier, if a 
member is found guilty of professional misconduct as specified in this schedule, the Council is 
required to forward the case, with its recommendations to the competent High Court for action. 

Part one of second schedule. The first part of the schedule specifies ten situations in which a 
practising chartered accountant would be deemed to be guilty of professional misconduct. 

(a) Clause 1. When the member discloses information acquired in the course of his professional 
engagement, to any person other than his client, without the consent of his client or otherwise than 
as required by any law for the time being in force. 

(b) Clause 2. When the member certifies or submits in his name or in the name of his firm, 
a report of an examination of financial statements unless the examination of such statements and the 
related records have been made by him or by a partner or an employee of his firm or by another 
chartered accountant in practice. 

(c) Clause 3. If a member permits his name or the name of his firm to be used in connection 
with an estimate of earnings contingent upon future transactions in a manner which may lead to the 
belief that he vouches for the accuracy of the forecast. 

(d) Clause 4. When a member expresses his opinion in financial statements of any business 
or enterprise in which the member, his firm or a partner of the firm has a substantial interest, unless 
the member discloses such interest in the report. 

(e) Clause 5. If a member fails to disclose a material fact known to him which is not disclosed 
in a financial statement, but the disclosure of which is necessary to prevent the financial statement 
from being misleading. 

(0 Clause 6. When a member fails to report a material misstatement known to appear in a 
financial statement with which the member is concerned in a professional capacity. 

(g) Clause 7. Where a member is grossly negligent in the conduct of his professional duties. 
What constitutes gross negligence is a matter of the actual circumstances of the case. 
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(h) Clause 8. If the member fails to obtain sufficient information to warrant the expression 
of an opinion or the member’s exceptions are sufficiently material to negate the expression of an 
opinion. 

(i) Clause 9. When a member fails to invite attention to any material departure from the 
generally accepted procedure of audit applicable to the circumstances. 

(j) Clause 10. When the member fails to keep the client’s money in a separate bank account 
or to use such money for purposes for which it is intended. 

Part two of second schedule. This part specifies two rules which apply to all chartered accountants 
whether they are in practice or not. 

(a) Clause 1. A chartered accountant would be deemed to be guilty of professional misconduct 
if he commits a breach of any of the provisions of the Chartered Accountants Act or the Regulations 
made thereunder. 

(b) Clause 2. This clause empowers the Council of the ICAI to notify in the Gazette of India 
any other acts or omissions which may constitute misconduct. Thus it provides that a chartered 
accountant would be deemed to be guilty of professional misconduct if he is guilty of such other act 
or omission as may be specified by the Council in this behalf by notification in the Gazette of India. 
The important rules of misconduct laid down by the Council are: 

1. A member of the Institute, whether in practice or not, who is employed by a chartered 
accountant in practice or by a firm of such chartered accountants, shall be deemed to be guilty of 
professional misconduct, if he is grossly negligent in the conduct of his duties. 

2. A member of the Institute who is an employee shall be deemed to be guilty of professional 
misconduct, if he is wilfully and grossly negligent in the conduct of his duties as such employee. 

These two rules seek to extend the principles of misconduct arising on account of gross 
negligence as laid down in Clause 7 of Part two of the Second Schedule to members who are 
employees in a firm of chartered accountants or elsewhere. However, the rules make an important 
distinction between a chartered accountant in service, and an employee in a firm of chartered 
accountants. In case of the former, imputation of mental condition is involved, hence the member 
would be deemed guilty in case of wilfull gross negligence. 

3. The third rule holds a member guilty of misconduct if he expresses his opinion on financial 
statements of any business or enterprise in which one or more persons who are his relatives (within 
the meaning of Section 6 of the Companies Act), have either by themselves or in connection with 
such member, a substantial interest, unless the interest is disclosed in the report. 

The Council has the power to inquire into the conduct of any member of the Institute under 
circumstances other than the ones listed in the First and Second Schedules mentioned earlier. In the 
case of P.N.S. Murthy vs Council of the ICAI and D.V.L. Rao, for instance, the High Court of 
Karnataka held that requiring an audit clerk to engage in the personal work of the chartered accountant, 
(which in this case, was attending to his agricultural work) amounted to misconduct. 

The Joint Parliamentary Committee (JPC) set up by Parliament to investigate the securities 
scam in 1991 triggered off a controversy regarding the duties of an auditor when it charged the 
auditors with negligence of duty. The JPC report which devotes a chapter to auditing practices states 
that the auditors of the banks involved in the scam had a duty to report instances of non-compliance 
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with guidelines issued by the country’s central bank—the Reserve Bank of India To the extent that 
such guidelines affect the banks* business activities, they influence the true and fair view of their 
financial statements. The report further questions how the auditors submitted unqualified reports 
when the RBI inspection report had established that banks had been indulging in gross irregularities 
and violation of RBI guidelines and circulars; irregularities which had a material impact on their 
financial statements. The JPC, therefore, recommended that the ICAI take appropriate disciplinary 
action against the accounting firms which had conducted the audit of the banks in\ olved in the scam. 
These firms included: SB Billimoria, an associate of Ernst and Young, AP 1 erguson (KPMG), 
Lovelock and Lewes ( Coopers and Lybrand) and Price Waterhouse. This is perhaps the first time 
that the auditors’ negligence has been critically focused upon. As a first step m the disciplinary 
process, the ICAI has issued letters to these firms demanding an explanation with regard to their audit 
performance. 

The auditing profession, however, disagrees with the contention of the JPC, and is of the 
opinion that reporting on the bank’s compliance with RBI’s guidelines has never been viewed as part 
of an external auditor’s duty. The decision of the Institute (or law courts, if the matter is referred to 
them), in this regard would have a far-reaching impact on the scope of the duty of bank auditors and 
what constitutes a true and fair view of the financial statements of banks. 

Professional Ethics Regulations for Cost Accountant 

The profession of cost and works accounts in India is regulated by the Cost and Works Accountants 
Act. The provisions with regard to misconduct are very similar to those contained in the Chartered 
Accountants Act. The Schedules are also framed on similar lines, except for necessary amendments 
and adjustments here and there. For instance, the words cost accountant and ICWAI appears instead 
of chartered accountants and ICAI. Again, the provisions regarding ascertainment of compliance with 
provisions of the Companies Act are not applicable to cost accountants and are, therefore, 
missing. 

Clause 10 of the First Schedule to the Cost and Works Accountants Act, however, prohibits 
a cost accountant from engaging in any business or occupation other than the profession of cost 
accountancy unless permitted by the Council to do so. Accordingly, the Council of the ICWAI has 
listed two categories of occupations. Those listed in the first category do not require the specific 
permission of the Council and a cost accountant can engage in the following occupations without 
obtaining specific permission of the Council: 

1. Employment under a cost accountant or firm of cost accountants 

2. Private tutorship 

3. Authorship of books 

4. Attending classes or/and appearing for any examination, academic or professional 

5. Tutorship for courses under the aegis of the Institute or its Regional Councils. 

The second category includes occupations for which specific permission of the Council is 
required. These are: 

1. Practising as management consultant 

2. Practising as tax consultant 

3. Interest in business concerns in the management of which he takes no active part 
such as 
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(a) a family business concern or concerns in which interests have been acquired as a result 
of relationship, and 

(b) other concerns. 

4. Proprietorship of educational institutions 

5. Part-time teaching work for courses relating to the Institute’s examination or any other 
examinations 

6. Acting as Notaries Public 

7. Part-time editorship of professional journals 

8. Holding part-time public elective offices, such as M.P., M.L.A. 

9. Salaried employment in business concerns, such as commercial houses, factories, etc. 

10. Any other part-time business or occupation for which the Executive Committee feels 
permission may be granted. No permission may be granted for employment under chartered accountants 
or firm of chartered accountants. 

The Eleventh and Twelfth schedules of the Cost and Works Accountants Act are intended to 
prevent undercutting of fees and signing of cost or pricing and other related statements on behalf of 
a cost accountant in practice by a person other than his partner. 

The provisions contained in Parts two and three of the First Schedule to the Cost and Works 
Accountants Act are identical to the corresponding provisions mentioned in Parts two and three of 
the First Schedule to the Chartered Accountants Act. Again, the provisions contained in Parts one and 
two of the Second Schedule to the Cost and Works Accountants Act are identical to those in the 
Second Schedule to the Chartered Accountants Act. Besides, the Council of the ICWAI has also 
notified certain situations in which a member would be held guilty of professional misconduct if he 
accepts an appointment as cost auditor of a company. These situations are 

(a) While he is an officer or employee of the company 

(b) While he is a partner or employee of an officer or employee of the company 

(c) While he is a partner or employee of the auditor of the company appointed under Section 
224 of the Companies Act 1956, or 

(d) While he is an employee of any of the partners of a firm of chartered accountants who 
is/are auditor(s) of the company under Section 224 of the Companies Act, or 

(e) If he is indebted to the company for an amount exceeding Rs 1,000, or has given any 
guarantee or provided any security in connection with the indebtedness of any third person to the 
company for an amount exceeding Rs 1,000. 

Having examined the Indian scenario, we now turn our attention to the efforts made internationally 
to revamp the ethical rule books. 

REVAMPING THE ETHICAL RULE BCX)KS IN THE UK 

As stated, since the profession is under pressure worldwide, there has been a lot of emphasis on 
revamping the ethical rule books. A step in this direction has been taken in the UK where the three 
Chartered Accountancy bodies have overhauled their ethical rules. A new joint Guide to Professional 
Ethics for Chartered Accountants replaces the separate publications issued by the Institute of Chartered 
Accountants in England and Wales (ICAEW), the Institute of Chartered Accountants of Scotland and 
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the Institute of Chartered Accountants in Ireland. The new Guide aims at promoting professional 
independence as the principal means of preserving integrity and objectivity in practice. 

Concurrently, the Chartered Accountants Joint Ethical Committee (CAJEC) to which the three 
institutions belong has set up a standing review group to keep a check on the effectiveness of the 
rules and change them if necessary. 

The Guide contains new guidelines on a number of subjects, including conflicts of interest, 
practice promotion, and corporate finance advice. CAJEC has also produced tw > new guidelines to 
deal with specialist valuations and opinion shopping which have been approved by the three institutes of 
chartered accountants in Britain and Ireland. The first guideline on specialist valuations bans the 
provision of valuations by audit firms for their clients. The ban extends to vain ition of intellectual 
property, brands, intangible assets, property and unquoted investments. The set vind guideline is on 
opinion shopping and requires an auditor who is providing a second opinion to ct ntact the incumbent 
auditor so that he is aware of all the information related to the issue on which the second opinion 
is sought.^* 

CAJEC is also working on new guidelines on important issues such as insolvency practices etc. 
As Jack Worsley, Chairman of CAJEC admits, “there is no doubt that there will need to be considerable 
development of this guidance over the coming years”.Thus, though CAJEC has a long way to go, 
the new Guide may be expected to promote professional independence and to bolster public confidence 
in the profession in the near future. 

STANDARDS OF ETHICAL CONDUCT FOR MANAGEMENT ACCOUNTANTS 

It is interesting to note that the growing emphasis on ethical issues in recent years has attracted the 
attention of professional institutes of management accountants also. The Institute of Management 
Accountants (formerly the National Association of Accountants) promulgated in 1992 standards of 
Ethical Conduct for Management Accountants.^^ These standards have been issued in recognition of 
the fact that management accountants have an obligation to the organizations they serve, their 
profession, the public, and themselves, to maintain the highest standards of ethical conduct. Adherence 
to these standards is integral to achieving the objective of management accounting. They are, 
therefore, enjoined not to commit acts contrary to these standards nor to condone the commission of 
such acts by others within their organizations. The standards deal with the issues of competence, 
confidentiality, integrity and objectivity. A course of action for resolution of ethical conflict is also 
recommended. The issues dealt with are: 

Competence 

Management accountants have a responsibility to 

1. Maintain an appropriate level of professional competence by ongoing development of their 
knowledge and skills 

2. Perform their professional duties in accordance with relevant laws regulations and technical 
standards 

3. Prepare complete and clear reports and recommendations after appropriate analysis of relevant 
and reliable information. 

Confidentiality 

This standard seeks to maintain professional confidence. Management accountants have a responsibility 
to 
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1. Refrain from disclosing confidential information acquired in the course of their work, except 
when authorized or legally obliged to do so 

2. Inform subordinates as appropriate regarding the confidentiality of information acquired 
in the course of their work and monitor their activities to assure the maintenance of that 
confidentiality 

3. Refrain from using or appearing to use confidential information acquired in the course of 
their work for unethical or illegal advantage either personally or through third parties. 

Integrity 

Management accountants have an obligation to the organization they serve. This rule seeks to ensure 
that they carry out these obligations with honesty and integrity. It enjoins on them to 

1. Avoid actual or apparent conflicts of interest and advise all appropriate parties of any 
potential conflict 

2. Refrain from engaging in any activity that would prejudice their ability to carry out their 
duties ethically 

3. Refuse any gift, favour, or hospitality that would influence or would appear to influence 
their actions 

4. Refrain from either actively or passively subverting the attainment of the organization’s 
legitimate and ethical objectives 

5. Recognize and communicate professional limitations or other constraints that would preclude 
responsible judgment or successful performance of an activity 

6. Communicate unfavourable as well as favourable information and professional judgments or 
opinions 

7. Refrain from engaging in, or supporting any activity that would discredit the profession. 

Objectivity 

Management accountants have a responsibility to 

1. Communicate information fairly and objectively 

2. Disclose fully all relevant information that could reasonably be expected to influence an 
intended user’s understanding of the reports, comments and recommendations presented. 

Resolution of Ethical Conflict 

The standard also prescribes the course of action to be adopted by management accountants for 
resolving an ethical conflict. When faced with significant ethical issues, they should follow the 
established policies of the organization bearing on the resolution of such conflict. If these policies 
fail to resolve the conflict, then the following course of action should be considered: 

1. The management accountant should discuss such problems with his immediate superior 
unless it appears that the superior is involved, in which case the problem should be presented initially 
to the next higher managerial level 

Where he fails to resolve the conflict satisfactorily when it is initially presented, he should 
submit the issue to the next higher management level. If the immediate superior is the chief executive 
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officer, the acceptable reviewing authority may be a group such as an executive committee or board 
of directors. Contact with levels above the immediate superior should be initiated only with the 
superior’s knowledge, assuming the superior is not involved 

2. The management accountant should clarify relevant concepts by confidential discussion 
with an objective advisor to obtain an understanding of possible courses of action 

3. If, after exhausting all levels of internal review, the ethical conflict stili persists, and if the 
matter is significant, the management accountant may have no other course but to resign from the 
organization and submit an informative memorandum to an appropriate representative of the 
organization. He should, however, refrain from communicating such problems to authorities or 
individuals not employed or engaged by the organization except in legally permissible situations. 

SUMMARY 

The proliferation of fraudulent reporting cases and the infringement of ethical standards by numerous 
accounting firms in recent years has resulted in an increased awareness of the ru ed to bolster public 
confidence in the accountancy profession. With this end in view, a two-frorited effort is being 
undertaken. On the one hand, attempts are being made in a number of countries to revamp the ethics 
rule book and on the other, increased attention is being directed towards integration of ethics into the 
business and accounting courses. Despite the increased emphasis on ethical education, business and 
accounting schools are reluctant to incorporate ethics into their curricula. This could be on account 
of lack of understanding about the nature of ethics in management and accounting or the belief that 
ethics is a soft field. 

There are, of course, a number of operational problems associated with the integration of ethics 
into the accounting curriculum. Some important ones among them are 

1. Should the course be taught throughout the curriculum or in one specific course? 

2. Should it be taught by the accounting faculty or ethicists? 

3. What techniques should be made use of? What should be the depth of coverage and who 
should be the main target of ethics education? 

Efforts are being made in a number of countries to revamp the ethical rule books. They have, 
in fact, taken concrete shape in the UK, where the three chartered accountancy bodies in England and 
Wales, Scotland and Ireland, have overhauled their ethical rule books. A new joint Guide to Professional 
Ethics for Chartered Accountants replaces the separate publications of the accountancy bodies. In the 
USA also, ethical standards for management accountants have been issued by the Institute of 
Management Accountants (formerly National Association of Accountants). 

Chartered accountants and cost accountants in India are covered by the regulatory provisions 
and code of conduct laid down in the Chartered Accountants Act of 1949 and Cost and Works 
Accountants Act of 1959. As regards integration of ethics into the accounting curriculum, it is 
heartening to note that the issue has attracted the attention of academics and professionals and is the 
subject of discussion at seminars and conferences. 

REVIEW QUESTIONS 

1. In recent years there has been an increased emphasis on the integration of ethics into the 
accounting cujriculum. Examine the need for doing so. 
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2. Despite the need and urgency of the integration of ethics into the accounting curriculum, the 
academic community has been slow to respond. What are the factors responsible for their 
reluctance? 

3. “Accounting ethics should set the stage for an overall change in the ethical behaviour of the 
accountant*'. Comment bringing out the goals suggested by Callahan. 

4. Examine the operational problems involved in the integration of ethics into the accounting 
curriculum. 

5. “The teaching of ethics in accounting should best be left to ethicists”. Do you agree with this 
statement? Give reasons in support of your answer. Also suggest the ideal solution to the problem 
of who should teach ethics. 

6 . Examine the steps taken in the UK to revamp the ethical rule book. 

7. “For ethical education to be meaningful there must be an agreement on the values that are 
considered right”. Discuss. 

8. Examine the important provisions of the Standards of Ethical Conduct for Management 
Accountants, issued by the Institute of Management Accountants. 

9. What do you understand by the term ‘misconduct’ in the context of the Chartered Accountants 
Act in India? Under what circumstances is a chartered accountant in practice in India deemed 
to be guilty of professional misconduct? 

10, Are the provisions of professional ethics applicable to cost accountants in India any different 
from those applicable to chartered accountants? Can a cost accountant engage in any business 
or occupation other than cost accountancy? 
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Joint Ventures 


INTRODUCTION 

Joint ventures are being increasingly used as vehicles of investment the world over. Historically, joint 
ventures were used to finance the sale or exchange of a cargo of merchandise in a foreign country. 
In an era when marine transportation and international trade involved many hazards, individual 
venturers would band together to undertake a venture agreeing to contribute in the capital and share 
the risk. On account of the nature of the risk involved, and the short duration of the project, the 
income was realized only on the completion of the venture. At the end of the voyage, the net income 
was distributed among the participants and their association came to an end. The system of accounting, 
therefore, required by the Joint venture in its traditional form was different. The assumption of 
continuity was inappropriate, the accrual basis of accounting was not required, and instead of the 
determination of income at regular intervals; the measurement and reporting of net income or loss 
awaited the completion of the venture. 

Joint ventures in the sense in which the term is generally used today in business circles is 
largely a post-Second World War development. The traditional form of joint ventures has undergone 
a change. It has assumed international dimensions as regards its participants and is being used in 
international business not only for expansion, but also as the principal vehicle for foreign direct 
investment in eastern Europe,* the CIS and developing Asian countries like India and China.** The 
recent announcement by the government of India liberalizing foreign direct investment has given an 
impetus to Joint venture agreements with different countries. More than 1,000 foreign collaborations 
have been approved within the 12 months after liberalization^ This change in form and structure of 
Joint ventures has given rise to some very important accounting issues to be addressed by the 
standard-setters, particularly in India. The two aspects of the accounting issues which deserve attention 
are: accounting and financial reporting by the Joint venture and the accounting and financial reporting 
for Joint venture investment by the venturers. The former assumes more importance when the economic 
and accounting systems of the venturers are considerably different. It is, therefore, all the more 
necessary to harmonize these practices. As Sauvant, acting assistant director in UNCTC, observed, 
*Tartners in a Joint venture need to speak a common language, that of international accounting. 
Without this language, interaction becomes—to put it mildly-difficult.” ^ This chapter focuses on the 
accounting and reporting by and for joint ventures of different types and the practices and standards 
prevailing in important countries in this regard, 

DEFINITION 

In its traditional form, a Joint venture was considered to be a cooperative arrangement between two 

* Hungary has more than 10,000 Joint ventures. 

** In China there are over 30,000 joint ventures. 
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or more persons (termed as venturers), for the purpose of carrying out a single project. The completion 
of the project usually saw the dissolution of the arrangement. The concept as used in modem times 
signifies a contractual arrangement whereby two or more parties combine their resources to participate 
in an undertaking and jointly control the undertaking for accomplishing agreed goals. The joint 
venture may take any form of organization, such as a partnership, a trust, undiN ided interests in an 
undertaking, or a limited liability company. What particular legal form would be chosen for a joint 
venture would depend upon a number of considerations e.g., the relationship di sired by the parties 
to the venture within the parameters set by the objectives of the venture, the legal and business 
environment of the country, tax considerations, etc. The participants also decide the major policies 
concerning the undertaking, and the procedure to be followed in resolving a disf’Ute. A joint venture 
arrangement may be to undertake a simple project or a business enterprise. Despite it being in vogue 
for the last few decades, there is no universally accepted definition of the term. The primary reason 
for this is that joint ventures are not recognized as a form of business organization. A discussion of 
the manner in which various standard-setting bodies define a joint venture follows. 

The International Standards of Accounting and Reporting (ISAR) 

As per the definition given by ISAR,* the term joint venture denotes shareholdings in a business 
entity having the following characteristics: 

1. The entity is established by a contractual arrangement (usually in writing) whereby two or 
more parties (the venturers) contribute resources towards the business undertaking. 

2. The venturers have joint control over one or more activities carried out according to the 
terms of the arrangement and none of the individual investors is in a position to control the venture 
unilaterally.^ 

The International Accounting Standards Committee (lASC) 

The International Accounting standard IAS 31, Financial Reporting of Interests in Joint Ventures'^ 
defines a joint venture as, a contractual arrangement whereby two or more parties undertake an 
economic activity which is contractually subject to joint control. The standard further defines the 
terms control and joint control thus: “Control is the power to govern the financial and operating 
policies of an economic activity so as to obtain benefits from it and joint control is the contractually 
agreed sharing of control over an economic activity.” 

The Accounting Standards Board—UK 

The Accounting Standards Board of the UK defines a joint venture as an enterprise set up by its 
participants to achieve some mutual purpose or benefit. It is evidenced by an agreement and is 
controlled jointly. Joint control suggests that each of the participants will have a degree of influence 
over the joint venture although it docs not require the influence to be significant.^ 

The Canadian Institute of Chartered Accountants (CICA) 

The CICA defines a joint venture as, an arrangement whereby two or more parties (the venturers) 
jointly control a specific business undertaking and contribute resources towards its accomplishment. 
The life of the joint venture is limited to that of the undertaking, which may be short- or long-term. 

*The International Working Group of Experts on International Standards of Accounting and Reporting 
aSAR). 
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A distinctive feature of a joint venture is that the relationship between the venturers is governed 
by an agreement (usually in writing) which establishes joint control. Decisions in all areas 
essential to the accomplishment of a joint venture require the consent of the venturers, as provided 
by the agreement and none of the individual venturers is in a position to unilaterally control 
the venture. This feature of joint control distinguishes investments in joint ventures from invest¬ 
ments in other enterprises, where control of decisions is related to the proportion of voting interests 
held.^ 

It will thus be seen that the definitions given by ISAR and the CICA lay stress on the 
establishment of a business undertaking and contribution of resources by the parties towards it. 
According to IAS 31 on the other hand, the parties to a joint venture agree to undertake an economic 
activity. The UK Accounting Standards Board does not restrict the scope to business or economic 
activity, and according to it the enterprise is set up to achieve some mutual purpose or benefit. 
However, both lASC and ASB make no mention of contribution of resources by both 
parties. It must be pointed out here that regardless of the form of the undertaking or its 
objectives, the basic characteristics of a joint venture in all the definitions discussed above are 
the existence of an agreement, and joint control. Joint control, however, should not be confused 
with management control, which may be exercised by one of the participating venturers or an 
independent operator. For pragmatic reasons, the participating venturers may decide that the 
dominant management control be exercised by a designated venturer. This arrangement does not 
deprive the other venturers from exercising their right to control. In his study of joint ventures in 
developed countries (European and North American). Killing^ placed joint ventures into three 
categories: 

1. Dominant joint ventures in which one venturer exercises management control; 

2. Share management ventures where all the venturers play an active role in management; 

3. Independent ventures in which neither venturer plays a strong role in management. 

TYPES OF JOINT VENTURES 

Venturers enjoy a great deal of flexibility with regard to the creation of a joint venture. They may 
choose any form of business organization which they deem appropriate or create the joint venture 
merely in the form of a contractual arrangement for carrying out specific activities without forming 
a separate organizational structure. According to their nature, joint venture arrangements may be 
classified into three categories: 

1. Jointly controlled entities; 

2. Jointly controlled operations; 

3. Jointly controlled assets. 

Jointly Controlled Entities 

Under this category of joint ventures, a separate economic entity is created, which has its own 
organizational structure and in its legal form it may be either a corporation, partnership, or trust etc. 
Thus, jointly controlled entities may be incorporated or unincorporated. An incorporated entity is a 
juridical person who, like natural persons, can own assets, incur liabilities and expenses, and earn 
revenues in its own name. Again, being a legal persona it has a right to enter into contracts in its 
own name, and can sue and be sued. Unincorporated entities on the other hand, are normally not 
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treated as having a legal persona* and so even though such an entity may acquire assets, and incur 
liabilities in its own name, from the legal point of view, it is the owners who are directly and 
proportionately in control of all the assets and liabilities. 

In jointly controlled entities, the capital contribution of the participating venturers, profit sharing, 
and operational policies of the venture are governed by the joint venture arrangement. 

Jointly Controlled Operations 

The organizational structure is flexible in this type of joint venture. The venturers do not create a 
separate entity; instead, part of the venturers* existing enterprises work on a common project and 
coordinate their activities. The distinctive feature of this type of joint venture is that the assets and 
expertise assigned for the activity by each venturer remain under his direct control. The parties to a 
Joint venture use their own resources to perform their respective share of the joint venture activity, 
the profits and losses being shared on an agreed basis. 

Jointly Controlled Assets 

In this type of joint venture also, no separate legal entity is created. There is a joint venture agreement 
which defines the obligations and responsibilities of the operators and the interest of the parties etc. 
The resources contributed by the participants to the joint venture are combined for the purpose and 
managed either by one venturer, generally termed as the operator, or a joint management team. 
Unlike the second type of venture, each venturer possesses an undivided interest in its assets. Each 
venturer shares in the cost of running the project and generally takes a portion of the outcome on a 
mutually agreed basis. 

ACCOUNTING BY JOINT VENTURES 

The accounting and reporting by joint ventures is largely influenced by the form of organization 
chosen by the venturers. The accounting system will, therefore, depend on the national standards and 
practices prevalent in different countries, with regard to the different forms of organizations. For 
instance, if it is a partnership venture in India, the provisions of the Indian Partnership Act of 1932 
would apply. In the wake of the dramatic growth in international joint ventures, it is essential that 
internationally accepted accounting standards be made use of so that the foreign venturers are provided 
with intelligible information which they can put to use. The accounting treatment to be accorded to 
different types of joint ventures would also differ. These are discussed in the next section. 

Accounting by Jointly Controlled Entities 

As stated earlier, in this type of joint venture the participants create a separate economic entity. 
Consequently, the venturers acquire ownership interest in the venture in exchange for some 
consideration, e.g. in a partnership they will bring in capital, in a company they would acquire shares, 
and so on. Where the consideration for acquiring ownership interest is provided in cash only, the 
accounting for the preparation of the opening balance sheet of the enterprise is easy. The complication 
arises when the consideration is provided in the form of non-pionetary assets alone or as cash plus 
non-monetary assets. This would necessitate an estimation of the fair market value of each of the 
non-monetary assets. Where the values cannot be determined with the help of market sources, an 


* The national law of some countries, however, recognizes some unincorporated entities as legal persona e.g. 
partnerships have a legal persona in Scotland. 
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iodependcnl appraisal of such assets may be necessary. Once the opening balance sheet is prepared, 
the future transactions would be recorded in accordance with the generally accepted accounting 
principles prevalent in the country of operation of the joint venture. 

The financial reporting methods to be adopted by the joint venture will be greatly influenced 
by the legal form of a jointly controlled entity. For instance, if it is a partnership, the financial 
accounting and reporting procedure of the entity will be governed by the law relating to partnership 
firms. The financial statement of a partnership form of joint venture entity may include a statement 
of venturers* capital, showing details of each venturer’s capital account, the ending balance of each 
venturer’s capital account being shown in the venturer capital section of the balance sheet. 

Similarly, if the entity is a corporation, its accounting procedures will be governed by the 
conventional or legal requirements relating to corporate accounting in the country of operation of 
the venture. The accounting treatment of international joint ventures has been discussed in a later 
section. 

Accounting by Jointly Controlled Operations 

Since in this type of joint venture each venturer carries out his part of the venture activities with his 
own resources, no separate accounts of the joint venture operations are maintained. Accounting by 
joint ventures is, therefore, not required. Each participant, however, maintains accounting records for 
the portion of the joint venture performed by him. This is discussed under the section. Accounting 
for Joint Ventures. 

Accounting by Jointly Controlled Assets 

As mentioned earlier, this type of joint venture is generally managed by one venturer alone—known 
as the op>erator and the accounting records are also usually maintained by the operator. The joint 
venture agreement generally includes an accounting agreement to take care of critical issues such as 
approval, funding, reporting, allocation, charging, and audit of expenditures relating to the joint 
venture. For efficient management, it is essential that the operator be vested with authority to commit 
and incur expenditure. This is generally done through an approved ‘Auu:ority for Expenditure’ 
(AFE) within the agreed work programme and budget. The AFE is generally broken down into 
controllable cost categories in which reports are prepared. This break-up enables the non-operator 
venturers to exercise control over the working of the operator venturer. 

With regard to joint venture assets, the accounting agreement generally lays down procedures 
for reporting back to the venturers on a monthly basis the expenditure commitments, estimated total 
expenditure against budget, cash balances, accruals etc. The information has to be detailed so that 
the venturers may be able to review the current management and use these details in their personal 
financial statements. 

The method of allocation of costs among the various participants of the joint venture must be 
specified in the accounting agreement. Accordingly, the operator sends bills to the participants in the 
joint venture for their respective shares of the total joint venture costs. Another issue which needs 
to be taken care of in the agreement is the allocation of revenue derived from the jointly controlled 
assets being used by the outsiders. 

Where the operator uses its own resources for joint venture activity, there may be problems in 
charging expenditures to the joint venture. Such problems generally arise in case of costs which 
cannot be directly identified with the joint venture e.g. the facilities and staff of a large operator may 
be involved in many activities. In such situations the participating venturers may arrive at an equitable 
arrangement. Most agreements also provide for an audit mechanism. 
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ACCOUNTING BY INTERNATIONAL JOINT VENTURES 

When participants from different countries form a joint venture to operate in a country, it assumes 
the cliaracter of an international Joint venture. Since the 1980s, there has been an increase in the 
number of international joint ventures. Venturers from the developed market economies form joint 
ventures with public or private sector enterprises in developing countries, eastern Europe and the 
former USSR (now Commonwealth of Independent States). Since the Si>viet law permitting 
transnational joint ventures was passed in 1987, nearly 1,000 western companies have initiated 
operations in the erstwhile Soviet Union. In India also since the initiation of the new economic policy 
in July 1991 of liberalizing foreign direct investment there has been a marked increase in the number 
of foreign collaborations and joint ventures. The total number of proposals approved in 1991 was 950 
as against 666 in 1990, and it shot up to 1,395 in 1992.^ International joint ventures within developed 
market economies are a common practice. 

A host of accounting problems arise when East meets West on the balance sheet. These 
problems are encountered mainly on account of differences in the accounting environment in the 
home and the host countries. The accounting environment is greatly influenceil by the economic and 
social systems, more specifically by the existence of generally accepted accounting principles, auditing 
practices, the legal environment and the competence of the professional accountants. Accounting 
problems are relatively insignificant in the international joint ventures operating in developed market 
economies on account of similarities in the accounting environment. They can, however, be severe 
where the environments are markedly different. The western venturer who enters into a joint venture 
with counterparts in Eastern Europe and CIS countries faces a host of accounting problems. These 
problems are mainly on account of the difference in objectives of the accounting systems. The 
objective of accounting in these countries (centrally planned economies) was to cater to the needs of 
the State planning authorities. Ivan Zolonka’s observation on the state of accounting in the erstwhile 
Czechoslovakia confirms the prevalence of this state of affairs under the former communist regime. 

Under this system the function of accounting was to control or check the achievement of planned 
tasks fixed by state planning authorities. Accounting was, therefore, organised to meet the 
needs of the state authorities and not corporations. Accounting stopped being an important 
financial decision-making and management tool for corporations and its role was limited to 
bookkeeping.^ 

Thus western venturers encountered various problems where governments required joint ventures to 
follow the same accounting regulations as state-owned enterprises. These problems arose on account 
of the fact that the concepts of assets, liabilities, revenues and expenses as applied to state-owned 
enterprises differed from those in the West. The western venturer, therefore, faced a host of problems 
in reconciling the accounts from his home country pjerspective. The situation is, however, changing 
rapidly with most countries in central and eastern Europe opening up to foreign direct investment. 
By and large, these countries are either modifying or cancelling their existing commercial legislations 
including accounting regulations and have adopted (or are in the process of adopting) legislation 
suitable for market economies. For instance, the Czechoslovakian government had declared ‘Opening 
to the World’ as one of the most important strategic goals of the Czechoslovakian economy and joint 
ventures are believed to be an ideal way to achieve this goal. The Czechoslovakian government has, 
therefore, been taking a series of steps supporting not only the establishment of joint ventures but 
the conversion of the whole economy to a market approach. This involves agreements on the protection 
of foreign investments and avoidance of double taxation. A number of these have already been 
entered into. The government has also amended the Joint Ventures Act No. 173 of 1988 to abolish 
obstacles to running joint ventures. According to the provisions of the amendment, joint ventures can 
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now be established solely by a foreign participant (either a legal or physical person). It is now 
possible to establish a joint venture with 100 per cent foreign capital. 

Another significant change in the law relates to the legal form of a joint venture. The earlier 
provisions permitted only companies limited by shares or associations. The Economic Code has been 
widened to incorporate forms common in the developed markets such as partnerships etc. Even as 
regards the areas in which joint ventures may be set up, the choice is very wide. A joint venture may 
be granted authorization to operate in any area of the national economy with the exception of those 
related to defence and security. However, where the joint venturers intend to engage themselves in 
foreign trade, an application must be made to the Federal Ministry of Foreign Trade (FMF). Certain 
tax concessions may also be granted to joint ventures. The FMF is empowered to reduce the rate of 
income tax or wages volume tax or grant a tax holiday to a joint venture for a period of upto two 
years from the start of its operations. Thus, with amendments to the Act and provisions, the way has 
been paved for smooth running of joint ventures with the West. 

Similarly, there are a host of differences between the Russian and Western accounting practices. 
Companies setting up joint ventures in Russia have been painfully surprised by accounting situations 
they never expected would arise. For instance, Russian accounting principles were the same as their 
taxation principles. This had an important influence on the feasibility of joint ventures. Since taxation 
provisions have a major effect on profitability, Russian accounting standards had a direct impact on 
the feasibility of joint ventures. Even if the joint venture reflected a profit according to the generally 
accepted accounting principles of the foreign venturer, profits were not allowed to be repatriated, 
(which meant no return on investment for the foreign venturer), if the accounts prepared according 
to the Russian standards of accounting showed a loss. On account of the diversities in their accounting 
systems, information flowing westward from a joint venture in Russia may prove inadequate unless 
two separate accounting systems are maintained. Some of the diversities in Russian accounting are 
examined below. 

The Russian accounting system is relatively simple because it was designed to provide 
information necessary for central control. Cost accounting principles are followed but there is no 
distinction between fixed and variable costs. The objective of accumulating costs is to determine 
output costs. The companies maintain two sets of accounts, one tracing a predicted annual plan, the 
other recording actual income and expenditures. The recording of sales and expenses is also 
considerably different from Western accounting. Whereas under Western accounting procedure, 
expenses are recorded when goods are received and sales when goods are delivered. Russian 
reports show no sales or expenses until goods have been paid for. In the long run, this difference 
would no doubt be of little consequence, but the profit timing is of relevance for joint ventures to 
take advantage of the typical two-year tax holiday. Again, the profit and loss statement also does 
not reflect the overall profit or loss, since the statements are broken down into various account 
groups. 

Another complication arises because Russian accountants record expenses and earnings in a 
single account. Earnings appear on the credit side, expenses on the debit side, and the resulting 
balance is transferred to the profit and loss account. Reproducing this information according to 
Western standards would be an expensive and time-consuming process. The differences are, however, 
not as overwhelming as one might imagine. Officials in Russia realize that accounting for East-West 
joint ventures should be synchronized. The adaptation of Russian joint venture accounting to more 
international norms is emerging. The authorities do not want joint ventures to be delayed because of 
accounting problems. Consequently, certain new legal requirements governing accounting and reporting 
were issued in 1989 and 1990. TTiese are discussed below: 
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Procedures for the preparation of annual financial statements of joint ventures established in the 
territory of the erstwhile USSR with the participation of Russian and foreign organizations were 
issued by the Ministry of Finance and the State Statistical Committee of the erstwhile USSR in 
August 1989. These regulations prescribe the format for the balance sheet, the pn fit and loss statement 
and the notes to the financial statements. They set forth the procedures for pieparing the financial 
statements and presenting therein all components of the assets of Joint venture s. 

The Ministry of Finance of the erstwhile USSR, on 6th June 1990, issued regulations relating 
to procedures for financial statements on specific financial and economic state transactions relating 
to international joint ventures established in the Russian territory. Consequently (undamental changes 
were introduced in accounting methods relating to fixed assets, deductions for depreciation of such 
assets, capital investments, leasing of property, sales, foreign currency transa^ tions, and exchange 
rate fluctuations. For the first time, accounting procedures were set forth for financial investments, 
depreciation of intangible assets and reserve funds for bad debts. 

A whole range of issues relating to the development of accounting and reporting regulations 
geared to market economy conditions is under consideration. The prevalent standards are for the most 
part, based on concepts and principles developed for state enterprises. These standards are set forth 
in the instructions of the Ministry of Finance and the State Statistical Committee of the erstwhile 
USSR* which prescribe the format for financial statements and the balance sheet and set forth 
specific accounting rules for fixed assets, capital investments, financial investments, and foreign 
currency transactions. They determine at what point the output is to be considered to be sold and 
when profits are to be declared and reserve funds established for bad debts. They also specify how 
often and to which authorities the reports are to be submitted. It is, however, expected that special 
standardized procedures for accounting and reporting for and by joint ventures will be introduced 
soon by the independent States as the governments of these States have a paramount interest in 
attracting foreign capital. 

Polish accounting also, like the other eastern European countries suffers from the shortcoming 
that it is tuned to give central planners information which is largely target-oriented and does not 
identify production costs or profits. Since the requirement is to report centrally that the budget has 
been met for the year, various fiddles are endemic in bookkeeping. An illustration of the absurdities 
of the current Polish accounting system is referred to by Grey, Fisher and Hawksley, 

... an order of a middle ranking treasury official required all enterprises to multiply the book value 
of their assets by a factor of 11 at the beginning of 1990, irrespective of when those assets were 
purchased, thus introducing an element of synthetic solvency in the enterprises. To make matters 
worse, the requirement stipulated that the book value of the assets should be depreciated by 30 per 
cent the following year.^® 

Besides, there are a large number of assets which do not appear on the balance sheet at all. For 
example, assets given to an enterprise are booked at nil value simply because no payment has been 
made. Similarly, numerous reserves are required for which there is no commercial justification. 
Although the Polish accounting system is sadly inadequate, maybe even incomprehensible by Western 
standards, it is still ahead of most of the other east European countries. The Polish Association of 
Accountants which dates back to 1907, plans to intrbduce international accounting and 
auditing standards, irrespective of whether it receives instructions to the effect from the Treasury or 
the Ministry of Finance or not. New accounting standards were introduced with effect from 


* See instructions issued on 27th February 1987, 3rd May 1988, 8th May 1988, 8th August 1989 and 6th June 
1990. 
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January 1, 1991 by the Decree on Accountancy issued by the Ministry of Finance after many 
discussions and consultations. The form and content of financial statements are based on the fourth 
directive of the EC. Practical application of international accounting and auditing standards is enforced 
by the Ministry of Ownership Changes. It requires enterprises undergoing commercialization and 
privatization to prepare their analysis according to these standards. The new standards will also have 
an impact on the existing 500 or so joint ventures involving Western capital, which have been given 
permission to use Western standards and exemption from internal regulation. 

The government in Poland takes foreign investment very seriously, but it is fairly cautious and 
monitors the activities of foreign capitalists very carefully through the Foreign Investment Agency. 
Foreign investors setting up joint ventures or their own companies enjoy a minimum tax holiday of 
three years and in preferred areas such as environment, agriculture and high technology, the period 
of tax holiday is six years while in the production of construction material it is even longer. 
The repatriation of profits has also become a lot easier. Thus with liberalized and simplified 
provisions, the number of joint ventures in Poland is expected to increase considerably in the near 
future. 

China has over 30,000 joint ventures. In view of the problems encountered by Western venturers, 
the Chinese Government amended its Law on Chinese Foreign Joint Ventures in April 1990. The first 
amendment is meant to allay the fears of the venturer and provides that the government would not 
ordinarily nationalize or requisition any joint venture. If under special circumstances it was essential 
to do so, appropriate compensation would be paid. 

The next two amendments relate to procedural and administrative matters. All parties to a 
joint venture being required to submit their agreements and contracts, and articles of association to 
the state department concerned with foreign economic relations and trade, which shall decide the 
case within three months. The next amendment deals with the size, composition and functioning of 
the board of directors of these joint ventures. It also provides for preferential treatment to the 
venture in the form of exemption from or reduction in taxes. Joint venturers have also been 
permitted to open foreign exchange accounts with banks or authorized financial institutions. Foreign 
participants in a joint venture are also permitted to repatriate the profits, or share of proceeds on 
winding up of the venture, in currency or currencies specified in the contract concerning the venture. 
In case of heavy losses, or on failure of a party to perform its obligations under the contract, the joint 
venture may be terminated. In 1985, China also introduced new accounting regulations for joint 
ventures which are compatible with internationally acceptable accounting practices. 

Hungary is by far the most advanced country amongst the re-forming Eastern Bloc countries. 
A uniform system of accounting came into being within the framework of the major reform of 
economic control introduced in 1968. Uniformity was extended to both content and form of the 
annual reports so that they could provide all the information required by the Central planners in 
making their decisions. This system, however, suffered from a serious shortcoming from the point of 
view of joint ventures in that it did not guarantee reliable information for the business partners. 
Foreign venturers encountered a host of difficulties in understanding the rules of Hungarian accounting. 
These shortcomings were felt more acutely after the adoption of Hungary’s Company Law and 
Transformation Law.* It was realized by the lawmakers that for the restructuring of the economy, for 
privatization and for the development of money markets Hungary needed an accounting system that 
gives a ‘true and fair’ view and provides reliable information to all market agents. A law was enacted 


♦The Transformation Law in Hungary regulates the transformation of State enterprises into Joint Stock 
companies or Limited Liability companies. 
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to achieve this objective, introducing accounting regulations that could be deemed to be moderate, 
laying down primarily the rules of financial accounting and for preparation of the annual reports. 
Foreign investors can confidently use the annual reports prepared in compliance with this new law, 
as the information contained therein will be in line with the international accounting practices with 
which they are familiar. All these changes effected in the regulatory environment have made Hungary 
a target for Western firms and investors, with the result that there were moie than 10,000 joint 
ventures in Hungary in March 1991. 

ACCOUNTING FOR JOINT VENTURES 

The procedure of accounting and reporting for interests in joint ventures varies vvith the type of joint 
venture. A discussion of accounting for the different types of joint ventures f< Hows. 

Accounting for Jointly Controlled Entities 

There are a number of methods of accounting for investments in joint venture entities and the choice 
of an appropriate method is the basic issue, for it determines the value of the investment that would 
be reported in the balance sheet and the manner in which the operating results from the investment 
would be reported in the income statement. As stated earlier, a jointly controlled entity may be either 
incorporated or unincorporated. An incorporated entity is a juridical person and holds the title of 
assets and liabilities of the venture. An unincorporated entity on the other hand, generally does not 
have a legal persona to own assets and liabilities used in the venture. These are usually owned 
directly and proportionately by the participating venturers. 

There are five possible methods of accounting for investments in joint venture entities: 

1. Full consolidation method 

2. Equity method 

3. Proportionate consolidation method 

4. Expanded equity method and 

5. Cost method. 

1. Full consolidation method. This method is appropriate in circumstances where the investor 
controls the investee i.e. it holds the majority controlling interest and has the ability to control 
unilaterally the financial and operating policies of the investee. Under this method, the consolidated 
financial statements of the investor are prepared by including specific assets and liabilities of the 
investee in the consolidated balance sheet of the investor. Similarly specific revenues and expenses 
of the investee are included in the investor’s consolidated income statement. The consolidated financial 
statement shows as ‘minority interest’ that portion of the investee’s net assets and earnings that are 
allocable to other investors. 

The merit of the method lies in the fact that it reflects the full scope of operations and financial 
position as an integral part of the investor’s financial statements with outside interest being treated 
as the minority. The method, however, suffers from an important defect in that it shows assets and 
operations that are not under the direct control of the investor as if they were. 

The full consolidation method is appropriate where one of the investors is in control. It would, 
however, be inappropriate in case of a jointly controlled entity type of joint venture where the joint 
agreement precludes unilateral control by any one of the venturers. 



408 


INTERNATIONAL ACCOUNTING 


2. Equity method. The equity method is also known as one-line consolidation, for the main 
principle of the method is that the initial investment is recorded at cost and reported as a ‘one-line’ 
item in the balance sheet of the investor. This amount is increased or decreased by the investor’s 
proportionate share of profit or loss declared by the investee. The investment amount will be reduced 
by the amount of dividend received by the investor. This method is used when the investor is in a 
position to exercise significant influence over the investee. This is normally presumed to exist where 
the investor has a 20 per cent or more ownership interest in the investee. 

The method is simple and is widely used for reporting investments in non-controlled entities, 
but it suffers from certain drawbacks, as far as accounting for investments in jointly controlled 
entities is concerned. Since the investment is recorded as a one-line item in the balance sheet, it tends 
to obscure a lot of useful information about the operation, the financial resources of the ventures and 
the risk to which they are subject. More specifically: 

1. It does not reveal the nature and volume of the business of a venture that conducts significant 
operations through jointly controlled entities 

2. It excludes from the venturer’s financial statements essential assets and liabilities, and from 
the profit and loss account, elements of revenue and expenses arising from the operations of the 
jointly controlled entity, which may be a significant aspect of the venturer’s operations. 

Since this method fails to reflect the economic realities of joint venture arrangements it is not 
an appropriate method of accounting for investments in jointly controlled entities. 

3. Proportional consolidation method. As the name suggests, under this method the investor 
includes in the consolidated financial statements its proportionate share of each asset, liability, revenue 
and expense item of an investee. There are some distinct advantages in reporting investments in jointly 
controlled entities by adopting the proportional consolidation method. It is more informative, the 
venturer’s financial statements reflect past and prospective changes in the economic resources and 
obligations of a venturer, which is useful to existing and potential stockholders and creditors. Besides, it 
reflects significant economic relationships between the venturer and the jointly controlled entity, such 
as complementary or integral operations and obligations through direct or indirect guarantee or 
support agreement. 

An important assumption of this method is that the individual venturers control their share 
of future economic benefits through their share of assets and liabilities of the jointly controlled 
entity. This is not true of an incorporated entity which owns and controls its assets and liabilities 
itself The owner of a majority interest in an incorporated entity may exercise unilateral control 
over its assets and liabilities. This, is, however, not possible where the joint venture agreement 
establishes joint control of the incorporated entity by the participating venturers. In such 
situations, the use of the proportional consolidation method for reporting interests in jointly controlled 
incorporated entities may mislead the users of the financial statements of the investor as to the 
availability and distribution of the assets and liabilities of the jointly controlled entity included in the 
financial statements of the venturer. Combining the venturer’s proportional share of the jointly 
controlled entity’s balance sheet items with those of the venturer may convey the impression that 
the venturer has the right to use or dispose of all the reported assets or settle all the reported 
liabilities, which in fact is not the true state of affairs. This right vests with the entity itself and the 
control of the entity is shared by other venturers. Hence, it would not be a very appropriate method 
of reporting. 
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4. Expanded equity method. This method aims at retaining the advantages of the proportional 
method but avoiding its shortcomings. The proportionate shares of the venturer in the assets and 
liabilities of the jointly controlled entity are presented in the consolidated financial statements but as 
separate-line items without combining them with its own assets and liabilities, revenues and expenses. 
Since it distinguishes between assets and liabilities, revenues, and expenses co npletely controlled by 
the venturer from those which indicate its interest in the jointly controlled entity, the users of the 
venturer’s financial statements are better informed about its financial state oi affairs. 

Recognizing its relative merits, the IAS-31 also recommends this mett^od as one of the two 
reporting formats. 

5. Cost method. Under this method, the investment is reported in the balance sheet as a single line, 
recorded at its cost. Thus, irrespective of the profits earned by the investee the investment is carried 
in the investor’s balance sheet at initial cost. The dividend distributed by the investee is recognized 
as current income by the investor. This method would be appropriate in ca^es where the investor 
neither controls nor exercises significant influence over the investee. In normal circumstances, such 
a situation does not arise in jointly controlled ventures. 

In international joint ventures, however, a venturer may be restrained from exercising its 
rightful control due either to political instability or prolonged foreign exchange restrictions in the host 
country. The cost method may be appropriate in such cases. 

An analysis of the five methods indicates that the expanded equity method would be appropriate 
for accounting for jointly controlled entities. 

Accounting for Jointly Controlled Operations 

Since the venturers use their own assets and other resources for the purpose of the joint venture 
activity under jointly controlled operations, normally no distinction is made between the assets and 
resources used for the joint venture activity and the venturer’s own activities, nor are separate 
accounting records or financial statements prepared for this type of joint venture. For management 
control purposes, however, a memorandum may be prepared. Since each venturer carries out its part 
of the jointly controlled operations using its own resources, it recognizes in its financial statements 
the assets that it controls, the revenues it earns, and expenses and liabilities it incurs along with its 
own activities. However, where the involvement of a venturer in jointly controlled operations is a 
significant part of its operations, it should be disclosed in the financial statement mentioning clearly 
the volume of business activities and the financial implications of such involvement. 

Accounting for Jointly Controlled Assets 

Under this category of joint venture, each venturer owns directly a specified share of the jointly 
controlled assets, because the joint venture is not a separate entity. Each venturer, therefore, includes 
in its accounting records its own share of the jointly controlled assets. Similarly, it records those 
liabilities that it may have incurred for raising finance for the joint venture and its share of those 
liabilities that it has incurred or guaranteed jointly with other venturers. In its balance sheet, these 
assets and liabilities are combined with those of its own.,The participating venturers divide among 
themselves the products of the joint venture in an agreed proportion, which may be disposed of by 
the venturer in any manner it pleases. The revenues from the sale of its share of the product and the 
expenses incurred (if any) in selling the product or financing its interest, are recorded in the income 
statement of the venturers. 

The aggregate carrying amounts of each category of assets and liabilities that are allocated to 
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the activities of the jointly controlled assets must be disclosed in notes to the venturer’s financial 
statements. Similarly, the venturer should disclose its share of any contingent liabilities of the joint 
venture and its responsibility for the other venturer’s share of liabilities, contingent or direct. 

PRACTICES IN SELECT COUNTRIES 

The growing worldwide trend towards the deregulation of markets and privatization of public sector 
corporations in developing as well as developed countries has opened up new opportunities for 
international investment and joint ventures. The rapid growth in joint ventures has led a number of 
countries to set national accounting standards of accounting for investment in joint ventures. The 
current status in this regard in select countries is examined in the following sections. 

The United States of America 

The issues relating to accounting for joint ventures have been the subject of study by the Financial 
Accounting Standards Board (FASB) in the United States for a number of years, but as yet no final 
conclusions have been reached. The authoritative accounting literature on the subject is found in the 
Accounting Principles Board Opinion No. 18, “Equity Method of Accounting for Investments in 
Common Stock’’.** 

The Board concludes that the equity method best enables investors in corporate joint 
ventures to reflect the underlying nature of their investments in those ventures. Therefore, 
investors should account for investments in common stock of corporate joint ventures by the 
equity method, both in consolidated financial statements and in parent company financial 
statements prepared for issuance to stockholders as the financial statements of the primary 
reporting entity. In a large number of cases, unincorporated joint ventures also make use of the 
equity method. Though most companies follow the equity method, other methods are also prevalent. 
This is revealed by a survey conducted by the AICPA (1979)*^ on the accounting policies for 
investments in 50 per cent-owned companies, joint ventures, partnerships or individual interests. 
The survey revealed that approximately 68 per cent of the companies used only the equity 
method, and 4 per cent made use of the equity and other methods. The proportionate method was 
adopted by 16 per cent companies and 8 per cent used full consolidation. The cost method was least 
popular and was used by just one per cent companies. The remaining companies employed non- 
classified methods. 

Canada 

The Canadian accounting profession has accorded comprehensive treatment to the issues relating to 
accounting for joint ventures in Section 3055 of the CICA handbook, “Investment in Corporate and 
Unincorporated Joint Ventures’’.^ The Section lays down the situations when the equity, proportionate 
consolidation and cost methods should be used. Accordingly, investment in joint ventures is normally 
to be accounted for by the equity method. However, when a significant portion of the venturer’s 
activity is carried out through joint ventures, the proportionate consolidation method may also be 
used. The cost method of accounting for the investment should be used if the earnings of the joint 
venture are unlikely to accrue to the venturer. 

The Section also contains detailed provisions with regard to disclosure under the different 
methods used. Paragraph 3055.26 of the CICA handbook states: 

1. If an investment in a joint venture is accounted for by the equity method and a significant 
portion of the venturer’s activities are carried out through joint ventures, disclosure should be made 
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in summary form of the venturer’s share of the assets, liabilities, income and expenses of the venture. 
This information would usually be presented on a combined basis for such joint ventures. 

2. If an investment in a joint venture is accounted for by the propo.tionale consolidation 
method, disclosure should be made in summary form of the venturer’s share o! the assets, liabilities, 
income and expenses of the venture. This information would usually be presented on a combined 
basis for such joint ventures.Paragraph 3055.30 states: 

Disclosure should be made of contingencies and commitments of the venture r with respect to the 
joint ventures in which it has an investment. This disclosure would inclu(ie as appropriate, the 
venturer’s share of any contingencies and commitments of the joint venture, and the extent of the 
venturer’s responsibilities in the event of default on the part of the other venturers. 

Germany 

Directives are one of the main instruments used by the EC Commission to hieve its objective of 
harmonization. These directives must be incorporated into the laws of member states. The Fourth and 
Seventh Directives are particularly important for accounting. To implement these directives, the third 
Book of the Commercial Code of the Federal Republic of Germany was added in 1985. It provides 
that an enterprise may use proportional consolidation to report its interest in another enterprise that 
it manages jointly with one or more enterprises. It also permits the use of the equity method where 
there is evidence that considerable influence is exercised over the operating and financial policy of 
a joint venture not included in consolidation by the parent company or any of its consolidated 
subsidiaries. 

The United Kingdom 

There is no separate accounting standard in the UK to deal with interests in joint ventures. The 
provision relating to joint ventures was initially included in SSAP 1, “Accounting for the Results of 
Associated Companies”.*^ The earlier Accounting Standards Committee, however, issued an exposure 
draft: ED 50, on ‘Consolidated Accounts’*"*, to revise the provisions of SSAP 14, “Group Accounts’’ 
and SSAP 1, “Accounting for the Results of Associated Companies’’. The main impetus for revising 
these standards came from the Seventh Directive and its implementation in UK law by the Companies 
Act 1989, which amended the Companies Act 1985.* The Act introduced the term joint venture for 
the first time into company law. Schedule 4A.19 describes a joint venture and permits a joint venture 
which is neither a body corporate nor a subsidiary, to be dealt with in the consolidated accounts by 
the method of proportional consolidation. According to the Act, “a joint venture is essentially an 
undertaking jointly managed by one undertaking included in the consolidation with one or more 
undertakings not in the consolidation. The Act uses the term ‘joint management’ to describe what could 
in fact more aptly be described as joint control. The provisions of the Act, however, do not require the 
involvement of the joint venturers in the day-to-day operations of the venture, nor do they exclude 
from the definition of a joint venture an undertaking which is managed on a day-to-day basis by a 
single operator. The Act does not allow the use of proportional consolidation for corporate joint 
ventures. 

ED 50 on the other hand, defines a joint venture as an enterprise set up by its participants to 
achieve some mutual purpose or benefit. Typically, a joint venture will be evidenced by some form 
of joint venture agreement formal or informal, between the participants. The agreement would set out 
the objectives of the joint venture and lay down the manner in which it is to be operated and the 

*The references made in this section are those in the 1985 Act as amended in 1989. 
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mechanism for settlemcnl of disputes among the venturers. The joint control in a venture suggests 
that each of the participants will have a degree of influence over the joint venture, although it does 
not require this influence to be significant. 

Under the provisions of SSAP I, a joint venture would be accounted for under the equity 
method, although the standard recognizes that non-corporate joint ventures can have features which 
justify proportional consolidation of the individual assets and liabilities as well as profits and losses. 
The ED, however, advocated the following accounting treatment: 

1. An investment in a joint venture, which is a body corporate (or its equivalent), should be 
accounted for by the equity method of accounting 

2. An investment in a joint venture, which is not a body corporate should be accounted for by 
the proportional consolidation method unless it retains profits and deals with the assets of the business 
as though it were incorporated, in which case the equity method should be adopted 

3. All the joint ventures of a group should be accounted for by either of the two methods unless 
the reporting enterprise is registered under the Act and the use of equity accounting or proportional 
consolidation is not permitted for that joint venture. It may also not be appropriate to equity account 
or proportionally consolidate an enterprise which would have been a joint venture but for the severe 
long-term restrictions that exist or was being held exclusively for resale. 

The comments received on ED 50 supported the need for an accounting standard to define a 
joint venture. The ED definition was criticized in particular, for implying that the existence of an 
agreement was a necessary condition for an undertaking to be a joint venture. It also seemed to 
suggest that participants had to be involved in the setting up of an undertaking which would be 
treated as a joint venture. An interim statement was issued by the Accounting Standards Board in 
December 1990, to give timely guidance on the interpretation of certain changes introduced in the 
company law. The definition of joint venture offered in this guidance approximates that of the lASC 
standard: IAS 31. Accordingly, it defines a joint venture as an undertaking by which its participants 
expect to achieve some common purpose or benefit. It is controlled jointly by two or more venturers. 
Joint control is the contractually agreed sharing of control.**^ The Board has, however, not issued any 
interim guidance on the accounting treatment of joint ventures, the reason being that the comments 
received on the exposure draft revealed no consensus on how joint ventures should be treated. Even 
the Financial Reporting Standard 2 (FRS 2)*^ on Accounting for Subsidiary Undertakings does not 
contain any provisions with regard to this matter. 

Australia 

The Australian standard to the effect i.e. AAS 19 is very restrictive in scope. It deals with investments 
in unincorporated contractual associations (other than partnerships and trusts) between two or more 
parties to undertake a specific business project in which the venturer meets the cost of the project 
and receives a share of any resulting output. However, the prevalent practice in accounting for 
interests in joint ventures in Australia is the proportional consolidation method, though the equity and 
cost method are also used. 

Switzerland 

The accounting standard-setting body in Switzerland i.e. the Swiss Accounting Standard Board 
(FER) has issued an accounting standard to the effect, FER 2, which recommends the use of the 
proportional consolidation method for consolidating interests in joint ventures. 
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The International Accounting Standards Committee 

The lASC published IAS 3U “Financial Reporting of Interests in Joint Ventures” in December 1990. 
The standard recommends different treatment for different types of joint ventures. In case of jointly 
controlled entities the provisions are: 

In a jointly controlled entity* the venturer has control over its share of future ^ conomic benefits 
through its share of the assets and liabilities of the venture. This substance am: economic reality 
is reflected in the consolidated statements of the venturer, when the venturer r. ports its interests 
in the assets* liabilities, income and expenses in the jointly controlled entity b> using one of the 
two reporting formats for proportionate consolidation: expanded equity methr 1 or proportional 
consolidation method. 

IAS 31 permits, but does not recommend the use of the equity mci iod as an alternative 
treatment. The standard further provides that in cases where the jointly conlrc ilcd entity is acquired 
and held exclusively with a view to its subsequent disposal in the near lutua. or where it operates 
under severe long-term restrictions, the venturer should account for its interests as if they are investments 
in accordance with IAS 25* “Accounting for Investments”. 

For jointly controlled operations the standard recommends the following treatment: 

Each venturer should recognize in its separate financial statement and in its consolidated financial 
statement, 

(i) The assets that it controls and the liabilities that it incurs, and 

(ii) The expenses it incurs and its share of the income that it earns from tlie sale of goods or 
services by the joint venture. 

The provision with regard to jointly controlled assets is as follows: 

Each venturer should recognize in its separate financial statements and in its consolidated statements: 

(i) Its share of the jointly contolled assets, classified according to the nature of the assets 

(ii) Any liabilities incurred with other venturers in relation to the joint venture 

(iii) Any income from the sale or use of its share if the output of the joint venture, together with 
its share of any expenses incurred by the joint venture, and 

(iv) Any expenses which it has incurred. 


India 

At present the level of Indian foreign investment abroad is low* being mainly concentrated in Africa 
and east Asia. The main reason for this state of affairs was probably the delay on the part of the 
government to approve the proposals. As Thomas Chandy* the general manager of the Delhi Bottling 
Company of the Parle Group observes* “It took us two years to get our joint venture in the erstwhile 
USSR approved”.*^ It is heartening to note that the government has begun to acknowledge that 
globalization is a two-way process. Under the new policy announcement in October 1992,*^ the 
guidelines for setting up of joint ventures and wholly owned subsidiaries abroad by Indian companies 
have been liberalized. The new applications for direct investment by Indian parties have been put 
under two categories: 

Category A—automatic approval cases. An application. for direct investment in a foreign 
concern (whether by way of joint venture or wholly owned subsidiary) will be eligible for automatic 
approval within 30 days of receipt of the application if either of the following two parameters is 
satisfied: 
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(a) Parameter I. The total value of the direct investment by the Indian party does not exceed 
US $ 2 million. This one step forward, however, has been accompanied by half a step backward, for 
the fine print states that of this amount, the cash subscription should not exceed 
$ 500,000 (Rs 1.5 crore). The remaining $ 1.5 million of the direct investment may be contributed 
in the form of Indian-made plant, machinery, equipment and components supplied to the foreign 
concern; proceeds of goods exported by the Indian party to the foreign concern; fees, royalties, 
commissions or other entitlements from the foreign concern for the supply of technical know-how, 
consultancy, managerial or other services. 

(b) Parameter 2. In case the direct investment by the Indian party consists solely of cash 
subscription, the cash subscription does not exceed US $ 500,000. 

This facility of automatic approval will be available to the Indian party in respect of the same 
foreign concern only once in a block of three financial years including the year in which the investment 
is made. 

Category B—other cases of direct investment All other cases of direct investment will be 
considered on merit by an Inter-Ministerial Committee in the Ministry of Commerce and a decision 
will be given within 90 days of the receipt of the application. Besides the sources of investment 
indicated in Category ‘A*, the direct investment under category ‘B’ may also include: external 
borrowings subject to approval by the appropriate authority and payment out of “blocked” funds. 
Blocked funds arise when receivable from exports to or returns from investments made in a host 
country are not.transferred to an Indian party due to reasons beyond the control of the Indian party, 
or any other source of investment that may be permitted by the Government of India. 

The new liberalized guidelines, however, permit supply of second-hand or reconditioned 
indigenous machinery by the Indian party towards its contribution to the direct investment in the 
foreign concern in both categories. 

The guidelines apply to direct investment by Indian parties in newly promoted foreign concerns 
as well as initial or additional direct investment in existing foreign concerns. The said foreign 
concern may be engaged in industrial, commercial, trading or service activity or in the hotel or 
tourism industry. Despite the restrictions of cash investment etc., these guidelines do not apply to 
investment in the financial sector such as banking, insurance, mutual funds, financial services and the 
like. Such cases would be considered on their merit by the appropriate authority. 

Revised guidelines. In August 1995 the Ministry of Commerce issued revised guidelines for Indian 
direct investment in JVs and wholly owned subsidiaries abroad to provide a transparent policy 
framework. Accordingly, from December 1995 all applications are now required to be submitted to 
and processed by the Reserve Bank of India instead of the Ministry of Commerce. Such proposals 
are to be accompanied by a technical appraisal by any of the agencies designated for this purpose 
by the RBI. The period for communication of the final result has also been reduced to 21 days in 
respect of applications under the automatic category and 60 days in respect of applications under the 
non-automatic category, as against 30 and 90 days under the earlier guidelines. 

The total value of Indian equity under the fast track or Category A is revised from $ 2 million 
to $ 4 million provided the amount of investment is upto 25 per cent of annual average export 
earnings of the company in the preceding three years. Out of the overall limit of $ 4 million the 
Indian company may opt for cash remittance or capitalization of export proceeds or give loans or 
corporate guarantees. 
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Cases under the normal route (Category B) i.e. cases involving investments beyond $ 4 million 
but not exceeding $ 15 million or those not falling under the fast track category will be processed 
by the RBI through a special committee, which has replaced the earlier Inter-Ministerial Committee 
to the effect. This Committee comprises of representatives of the Ministry of Commerce, Finance and 
External Affairs, and the RBI and is chaired by the Commerce Secretary, with the Deputy Governor 
RBI as the alternate chairman. 

According to the revised guidelines, investment proposals in excess (i $ 1 million will be 
considered if the required resources beyond $ 1 million are raised through the GDR routes. Upto 50 
per cent of the GDR resources raised may be invested as equity in overseas loint ventures subject 
to obtaining specific permission for doing so. Investment proposals beyond $ 15 million without 
GDR resources would be considered only in very exceptional circumstances v\here the company has 
a strong track record of exports. 

All cases involving investment beyond $ 15 million will be received by ihe RBI and transmitted 
with the recommendations of the special committee to the Ministry of Finance for examination 
keeping in view the overall benefit to the country. In special cases involving investment through 
participation in time bound bidding/tender procedures, the RBI may grant in principle approval. 
Indian companies can now utilize their EEFC account towards contribution to equity in overseas joint 
ventures/wholly owned subsidiaries.^^ 

The Indian party is required to furnish to the Ministry of Commerce and the Reserve Bank of 
India an annual performance report in respect of the foreign concern, together with a certified copy 
of its annual report and audited annual accounts, within 30 days of the expiry of the statutory period 
for the finalization of audited annual accounts applicable in the host country. The statutory period 
should be certified by an independent chartered/public accountant of the host country. In case there 
is no such statutory period, the report shall be submitted within six months of the relevant accounting 
period. Together with the annual performance report, the Indian party shall furnish a detailed statement 
of all the entitlements due to it from the foreign concern and their remittance to India. No standard 
to the effect has been issued by the Institute of Chartered Accountant of India as yet. However, with 
the increase in the number of joint ventures as a result of the liberalized policy ot the government, 
it would be compelled to do so in the near future. 

SUMMARY 

Joint ventures have assumed a dominant role as vehicles of investment around the globe, particularly 
in the east Europiean and CIS countries and Asian countries like India and China. For the success and 
growth of international joint ventures it is essential that they speak the same language of international 
accounting. According to the nature of the joint venture agreements they may be put into three 
categories: jointly controlled entities, jointly controlled operations and jointly controlled assets. The 
accounting and reporting by and for joint ventures is also largely influenced by the form of organization 
chosen for the venture. There are five possible methods of accounting for investments in joint 
ventures—full consolidation, equity, proportional, expanded equity and cost methods. The rapid 
growth in the number of joint ventures over the past few years has led many countries to set national 
standards for accounting for investments in joint ventures. It is heartening to note that the Indian 
government has also liberalized its policy for setting up foreign joint ventures in the country, and 
investments by Indian companies abroad. However, no accounting standard has been issued to the 
effect at present. 
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REVIEW QUESTIONS 

1. Define the term joint venture. Explain the difference between the traditional and present-day 
form of joint ventures. 

2. Examine the different types of joint ventures and throw some light on accounting by jointly 
controlled entities. 

3. “A host of problems arise when East meets West on the balance sheet.” Comment. 

4. Discuss the provisions relating to joint ventures prevalent in the UK and compare these with the 
Canadian standards to the effect. 

5. Moonshine Limited, an Indian company desirous of setting up a joint venture with Sing Song 
of Japan seeks your advise on the guidelines, if any, issued by the Government in this regard. 
Prepare a report for the management of the company. 

6. Examine the provisions of IAS 31—the International Standard on Financial Reporting of Interests 
in Joint Ventures. Would you suggest that it be adopted in toto by the Accounting Standards 
Board in India? 

7. Explain the method of accounting that would be adopted by ‘jointly controlled assets* type of 
joint ventures. Also compare it with accounting by jointly controlled operations. 

8. Examine some of the important differences between the Russian and Western accounting 
practices that act as deterrants to the formation of joint ventures between Russia and the western 
nations and throw some light on the steps taken by the authorities to remove these irritants. 

9. “Although the Polish accounting system is sadly inadequate, maybe even incomprehensible by 
Western standards, it is still ahead of most of the other east European countries.” Comment. 

10. Examine the important amendments introduced by the Chinese government in the law on 
Chinese foreign joint ventures in April 1990. 
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Chapter 17 


Accounting for Environmental 
Protection Measures 


INTRODUCTION 

Global economic growth has brought a host of undesirable side effects in its wake. Ozone depletion, 
global warming, water and soil contamination, deforestation, and waste disposal all pose serious 
threats to the earth’s environment. In the last few years, however, there is a growing awareness of 
the need to discover the art of living with nature and growing with evolution. We are beginning to 
realize that our environment is not a fixed asset. The ancients in India perceived cosmic energy in 
its triple aspect of creation, preservation and destruction. So far, mankind has focused only on the 
aspects of creation and destruction. The time has now come to give more attention to the skills of 
preservation. The late Mrs Indira Gandhi had rightly observed. 

All over the world ecological degradation is caused by avarice. In developing countries the nature 
of the environmental problems is aggravated by poverty and the growing population. Throughout 
our long history there has been concern for the environment and belief in the close interrelation 
between all species and between them and the earth. It is important now that this be brought to the 
peoples’ attention in the contemporary context. At the same lime solutions must be found for the 
very real problems created and the conflict with development. We must rededicate ourselves to the 
protection and wise management of our life sustaining environment.* 

Environmentalists hold corporations responsible to a large extent for ecological degradation 
and there is increasing pressure from the ‘Green Lobby’ that they should not only be made aware 
of the true environmental costs of what they are doing, but should also shoulder a fair share of the 
burden of protecting the environment. To quote Maurice Strong, the Secretary General of the United 
Nations Conference on Environment and Development (UNCED), “Every business that impacts on 
the environment must accommodate the fact that the environment will have an important impact on 
its business’’.^ This chapter focuses on the issues involved in environmental accounting, reporting and 
auditing. The efforts made in this direction by important regulatory and standard setting bodies have 
also been examined. 

THE ISSUES INVOLVED 

Concern for environmental protection measures has been echoed by governments, social organizations, 
academicians, and international regulatory bodies such as the United Nations. In fact, it has led to 
the emergence of the Green Party or the ‘Green Lobby’ in a number of countries such as the UK, 
Canada, USA etc. How then can the business community and accounting profession remain unaffected 
by this burning issue, more particularly when the environmental expenditures and liabilities are 
growing in size? 
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A review of accounting literature of the recent years reveals that not only have standard-setting 
bodies set up environment research groups and launched projects to tackle the related accounting and 
reporting issues, but the business community is also preoccupied with improving its performance on 
the environmental front. The last decade has witnessed a profound transformation in the corporate 
management of environment and occupational matters. This concern was leflected at the World 
Economic Forum where 650 executives considered environment to be the rncst important challenge 
affecting business during the 1990s.^ Similarly, a study by McKinsey and Company in 1991 reported 
that 92 per cent of the 400 firms surveyed agreed with the statement that, “the environmental 
challenge is one of the central issues of the 21st century”."^ There is also a marked change in the 
attitude of enterprises towards environmental expenditures. Earlier, it was considered an ‘expensive 
annoyance*, but is now looked upon by a large number of concerns as an ‘essential component of 
a healthy corporate image*. The Confederation of British Industry is runniny a campaign with the 
theme, “Environment means Business*’. Again, MNCs in the USA and continental Europe have 
recognized the pressure and responded. 

Corporate Environment, Health and Safety Initiatives 

The Minnesota Mining and Manufacturing Company (3M) has a long-standing programme, ‘Pollution 
Prevention Pays* (3Ps) dating back to 1975, the environmental goals of which included a 70 per cent 
reduction in air emissions by 1993, at a price of $ 175 million, and a 90 per cent reduction of all 
emission by the year 2000. 3M estimates that it has saved $537 million as a result of the 3P 
programme and cut pollution per unit by half per unit.^ Similarly, Bayer AG has announced that it 
spends 20 per cent of its manufacturing costs on environmental protection. 

Imperial Chemical Industries (ICI), one of the largest manufacturers of chloroflurocarbons 
(CFCs) has committed $ 100 million to the search for alternatives to CFCs. The Environment 
Research Group (ERG) of the Institute of Chartered Accountants in England and Wales (ICAEW) 
has also urged the business community to place improvement of its environment performance high 
on its agenda. As the report highlights, “good environment practice is an integral part of good 
business practice and should permeate all aspects of business**.^ Industrial associations and related 
groups too are lending support to these initiatives, laying down industry-wise standards and 
disseminating information on innovative practices. 

A reflection of this increasing awareness for environmental considerations was the United 
Nations Conference on Environment and Development (UNCED) held in Rio de Janeiro in June 
1992. This was the largest United Nations Conference ever held, where more than 30,000 participants 
including heads of government, officials, environmentalists, business representatives and researchers 
from all over the world congregated. The conference concluded by endorsing a comprehensive 500- 
page Agenda for the 21st Century, more popularly known as “Agenda 21**. Besides the general 
recommendations for business and industry made throughout its 40 chapters. Agenda 21 also contains 
a separate chapter devoted to business and industry. (The relevant provisions of Agenda 21 have been 
referred to, wherever essential.) A number of governments and intergovernmental organizations of 
the UN which are associated with industrial matters, non-government organizations, and representatives 
from the business conununity participated in the UNCED process. The Transnational Corporations 
and Management Division of the Department of Economic and Social Development (TCMD/DESD 
now the UNCTAD Programme on Transnational Corporations) undertook a project known as the 
Benchmark Survey on Corporate Environmental Management^ to explore the measure of corporate 
involvement in sustainable development management. 

Despite the heightened awareness and pressure from the environmentalists, the consideration of 
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environmental issues in the annual reports of companies was not widespread. A Coopers and Lybrand 
Deloitte survey in 1990 revealed that only 27 per cent of the enterprises surveyed in the UK mentioned 
anything on the environment in their annual reports.® Another 44 per cent revealed their intention to 
include environmental issues. The ISAR’s review in 1989*^ also found that both the quality and 
quantity of disclosure was limited, and quite often it appeared in the directors’ report, instead of the 
main financial statements. This discretion by companies was probably on account of the absence of 
accounting standards to the effect. However, there has been an increased concern among accounting 
regulators in some of the developed countries such as Canada, the UK, USA, Norway and Japan. The 
measures taken by them are discussed later in this chapter. 

The issues involved may broadly be described as environmental accounting; environmental 
disclosure and environmental audit. 

Environmental Accounting 

Accounting for environmental costs is still in the embryonic stage as is also reflected in the findings 
of the Benchmark Survey of the UNCED. It found that though about one-third of the corporations 
reported having green accounting procedures, no examples of concrete methodologies were submitted 
and only a small proportion of the respondents could actually estimate their environmental expenditures. 
However, before going into the details of the accounting and reporting issues related to environmental 
protection measures, a more fundamental question which may be raised is — Is the existing framework 
of financial reporting adequate to take care of the accounting and reporting on environmental issues, 
and can traditional accounting deal with environmental costs, liabilities and contingencies? 

Conventionally, accountants place a value on things that are bought and sold without taking 
into account all the ramifications such as the use of free air and water, or the cost of consuming non¬ 
renewable resources. Tropical hardwoods are, for instance, widely used by building professionals 
mainly in the design of high-quality home and office furniture etc. However, in valuing their assets, 
corporations tend to ignore the true environmental costs i.e. the destruction of rain forests in the 
search for valuable hardwoods such as mahogany. This is one of the most pressing environmental 
issues facing mankind. As Alan Willis rightly asks, “How do we value and account for using or 
destroying our resources? How do we put them on the balance sheet and record changes in them?”*^ 

It is indeed a complicated issue and may necessitate an interdisciplinary approach. The idea of 
a full-cost environmental accounting which takes into account all the costs incurred by consuming 
non-renewable resources, damage to the environment, and environmental cleaning up and restoration 
is finding favour in some circles. It will however, need considerable research before suitable standards 
to the effect are developed. The more specific accounting issues involved are: 

1. The methods of identifying costs related to environmental measures; 

2. Whether the costs should be capitalized or charged to expenses; 

3. When the liabilities should be identified; and 

4. How the liabilities should be measured. 

Identification of environmental costs. In the absence of a standardized definition of environmental 
expenses, it is left to the discretion of enterprises to decide which expenditures would be included 
under environmental expenses. Enterprises experience great difficulty in separating environmental 
costs from other costs, particularly in case of capital expenditures, because in a number of cases 
investments made to effect environmental improvements also result in expanded or improved production 
capacities. Bifurcation of expenditure in such cases is an extremely difficult task. The survey by 
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ISAR revealed that in the absence of accounting standards, enterprises in Germany resorted to 
the available industry guidelines, internal guidelines, costs records maintained by them, material 
and energy balance sheets, and environmental audits to identify costs related to environmental 
measures. 

(a) Industry guidelines available. In the absence of guidance from iccounling regulators, 
enterprises may look to guidelines available from the industry in this regard. Corporate charters and 
guidelines on environmental issues such as the (ICC) International Chamber of c'ommerce’s “Business 
Charter on Sustainable Development”, the Japanese industry association Keidanren’s ‘Global 
Environmental Charter*, or the Chemical Manufacturers Association’s ‘Responsi)4e CARE Programme’ 
are being adopted by more and more enterprises. In Germany, the chemical enterprises make use of 
the recommendations of the Business Economics Division of the Germ.in Chemical Industry 
Association. The guidelines are fairly comprehensive and cover both capital and operating expenses. 
Capital expenditure in this respect would include all necessary capitalized c(>sts for new or existing 
facilities that exclusively or primarily reduce the damaging influences from the production facilities, 
thus excluding from the head investments made for employee protection oi for the production of 
environmentally friendly products. The guidelines also indicate that such expenditure should be 
categorized according to the intended purpose of the equipment i.e. the control of air, water, waste, 
and noise pollution. They include a list of specific items that qualify for each of the four areas of 
pollution. Where the investment is not made exclusively for environmental measures, estimates must 
be made to determme the portion of expenditure related to the environment. 

According to the guidelines, operating expenses have been defined as expenses associated with 
environmental measures to primarily include production-related costs and product research and 
development expenses that are solely incurred for environmental protection as distinct from product 
improvement. The guidelines specify a list of direct and indirect items. Such guidelines are, however, 
not available for all industries in all countries, nor would they be uniform. Accounting regulators 
should, therefore, establish standards keeping in view the fact that different industries have a different 
impact on the environment. 

(b) Internal guidelines. In the absence of government or industry guidelines, enterprises may 
design their own mechanism for keeping track of environmental expenditures. In other words the 
management would decide the number of categories of such expenditure and define each category. 
The survey of the ISAR for example, revealed that where there were no formal instructions from 
regulatory authorities companies had divided the total environmental expenditures into six categories, 
namely: 

(i) capital investments, . 

(ii) operating costs, 

(iii) research and development costs, 

(iv) environment administration and planning costs, 

(v) expenses for remediation measures, and, 

(vi) recovery expenses. 

This method obviously lacks homogeneity and consistency. The company instructions state that 
the borderline between environmental protection and process safety is not clearly defined and the 
method would thus not produce comparable records. 
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(c) Cost records maintained. Under this method, respective cost centres maintain their own 
cost records and at the end of the year, the amount relating to environmental measures is summarized. 
For instance record of research costs incurred for environmental measures would be maintained by 
the research department of the company. Similarly, capital expenditures for environmental measures 
would be identified by project engineers for each capital investment project. This method also lacks 
uniformity and would give only a rough estimate of the environmental expenditure incurred by an 
organization. 

(d) Material and energy balance sheets. Such balance sheets have also been made use of by 
enterprises to determine costs related to environmental measures, though these balance sheets do not 
directly relate to financial information. 

(e) Environmental audits. Environmental audits have come into vogue in recent years. Such 
audits are different from financial audits and are intended to measure the impact of an 
organization’s operations on the environment, against a predetermined set of criteria and so far as is 
possible, to assess them in terms of costs. This audit is part of a continuing and cyclical process, 
rather than an exercise in standard accountancy practice at a given point of time. This process is 
best conducted jointly between external consultants and representatives of the company involved. 
Such audits may also be used to assist in determining the environmental expenses incurred by the 
companies. 

The practices prevalent in the industry as reflected by the ISAR survey demonstrate that 
accounting for environmental expenses is feasible. The obstacles may be surmounted with the joint 
expertise of both accounting and non-accounting professionals. The special chapter in Agenda 21, on 
strengthening the role of business and industry (para 30.9) also recommends that, 

Governments, business and industry including transnational corporations, academia and international 
organizations should work towards the development and implementation of concepts and 
methodologies for the internationalization of environmental costs into accounting and pricing 
mechanisms. 

Capitalization of costs. The second challenge for accountants is how to depict the environmental 
outlays when they are made i.e. whether to capitalize or charge them to expenses and how to attribute 
them to accounting periods. The broad basic criteria for capitalizing such expenditures ought to be 
the same, with details being worked out for different types of pollution-prevention measures. 
Expenditures which result in the creation of a new asset or extend the asset’s life, increase its existing 
capacity to reduce damaging influences on the environment, or mitigate or prevent future contamination, 
should normally be capitalized. 

This issue was addressed by the FASB’s Emerging Issues Task Force (EIFTF) and it reached 
a consensus on two issues focusing on whether to capitalize or expense certain costs incurred for 
environmental purposes. The two issues on which it reached a consensus are 

(a) Issue No 89-13, Accounting for cost of asbestos removal. Accordingly, capitalization of 
costs incurred to treat asbestos is permitted, provided they are incurred within a reasonable period 
of time after the acquisition of property with a known asbestos problem. 

(b) Issue No 90-8, Capitalization of costs to treat environmental contamination. The consensus 
reached in this case generally calls for expensing costs incurred on treatment of contamination. It, 
however, permits their capitalization (subject to recoverability) if the costs extend the life of the asset. 
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increases its capacity, or improves its efficiency relative to the property’s condition when originally 
constructed or acquired; mitigates or prevent future contamination; and are incurred in preparing the 
property for saleJ’ 

Clearly, detailed guidelines will need to be worked out for the economic sectors that are known 
to have pollution problems such as oil, mining, metallurgy, paper, steel, phamaceuticals, chemicals 
and food. These guidelines ought also to deal with the manner in which the capitalized expenditure 
should be amortized. 

Identification of liabilities. The next two issues of identification and measure ment of liabilities are 
certainly more problematic, probably because environmental liabilities desuve special attention. 
Generally, future obligations would be regarded as liabilities when there is a legal obligation to 
remedy an existing situation. On account of the inherent unforeseenability of future legislation, 
technological change and the extent or nature of environmental clean u|> required, long-term 
accrued liabilities are often difficult to identify and measure. This is probably why many of the 
enterprises surveyed by the ISAR acknowledged that environmental liabilities existed but were 
uncertain as to how they might be included in the financial statements. The difficulties involved are 
no doubt real but some system of identifying liabilities will have to be evolved to deal with them, 
just as in case of contingent liabilities. In the USA for instance, guidance in this regard is 
primarily drawn from FASB Statement 5 “Accounting for Contingencies’’.'^ A contingency is defined 
by the statement as, “an existing condition, situation or set of circumstances involving uncertainty 
that will be resolved when one or more future events occur or fail to occur”. According to the 
statement these contingencies should be recognized as losses if (a) it is probable that a liability has 
been incurred or an asset impaired, and (b) the amount of the liability or the impairment can be 
reasonably estimated. 

Measurement of liabilities. Another troublesome issue is ‘how to measure the associated liability’ ? 
Even SEAS 5 does not provide any guidance and managements have to quantify these liabilities to 
the extent reasonably practicable. For instance, where a legal liability to clean up has been established 
or the enterprise has decided to clean up on its own, a reasonable estimate of the liability should be 
possible only after completion of a feasibility report. 

Environmental Disclosures 

Companies are under increasing pressure from the green lobby and regulatory authorities to disclose 
more environmental information. Recent surveys, however, reveal that companies were less than 
wholehearted in accepting the “green” deal, and appeared reluctant to disclose concrete quantitative 
information on environmental issues. The report issued by the ICAEW, “Business Accountancy and 
the Environment: A Policy and Research Agenda” states, 

The overall impression from recent survey evidence is that there has been a limited response on 

the part of the UK companies in general towards the evolving green agenda, at least in terms of 

making salient information publicly available.^ 

A recent Price Waterhouse'^ survey of 523 companies showed that inadequate disclosure is 
extensive. The question then arises, what would be considered adequate disclosure? Suggestions have 
come from various quarters, for instance the Report of the ICAEW referred to above enlists the 
following environmental disclosures which companies should make as part of their annual reporting 
cycle: 
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1. The company’s environmental policy 

2. The identity of the director with overall responsibility for environmental issues 

3. The company’s environmental objectives expressed in a way which enables performance 
against them to be measured 

4. Information on actions taken including details of environmental expenditures 

5. The key impact of the business on the environment and if practicable, related measures of 
environmental performance 

6. The extent of compliance with regulations and any industry guidelines 

7. Significant environmental risks not required to be disclosed as contingent liabilities, and 

8. Key features of external audit reports on the enterprise’s environmental activities. 

The ISAR had also made certain recommendations regarding information disclosures for 
consideration by the governments and other standard setting-bodies.The information was required 
to be split into two parts, the first pertained to information disclosures relating to the enterprise’s 
environmental policy and performance in the report of the board of directors, the second part was 
more specific and related to disclosure by way of notes to the financial statements. These disclosures 
included costs that were expensed or capitalized and the identification and measurement of liabilities. 

Disclosures in the directors’ report. Considering the growing importance of environmental 
protection measures there seems to be more or less unanimous agreement amongst governments and 
standard-setting bodies that enterprises should include at least a description of their environmental 
policy in their annual reports. The board of directors should in their report mention their approach 
to environmental management. The Benchmark Survey demonstrated that four different approaches 
were generally visible in this regard. 

(a) Compliance-oriented management. Under this approach management practices are oriented 
towards mere compliance with regulations. 

(b) Preventive management. In this approach management goes beyond mere compliance 
with laws and the enterprise takes steps towards prevention of pollution and reduction of resource use. 

(c) Strategic-environmental management. As the name suggests, under this approach 
environment, and safety health protection are an integral part of the overall business strategy and the 
enterprise seeks to seize business opportunities of growing green markets. 

(d) Sustainable development management. Sustainable development has been defined as the 
process of meeting the needs of the present without compromising the ability of future generations 
to meet their own needs. Agenda 21 (Para 30.22) also recommends that ’’business and industry should 
be encouraged to establish worldwide corporate policies on sustainable development.” Accordingly, 
a handful of corporations have started considering their role in sustainable development seriously and 
have begun to adopt programmes in this direction. 

The directors’ report should, therefore, mention the environmental policy of the enterprise and 
the programmes that have been adopted by it in this sphere, the specific emission-reduction targets 
that have been set along with a timetable if any, and the extent of success achieved. The report 
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should also mention the extent to which environmental protection measures have been undertaken to 
comply with government regulations and the extent of compliance achieved. 

Disclosures in notes to financial statements. The notes with regard to accounting policy should 
describe the policy adopted by the enterprise when capitalizing environmental expenditure. Companies 
should also disclose current and potential environmental liabilities. The finan. ial statements should 
disclose the amount of liabilities, provisions and reserves that have been set f or the current period, 
with the amounts accumulated to date, and estimates of amounts involved m case of contingent 
liabilities. Where it is not possible to quantify the possible loss, at least a descrif tion of the contingent 
liability should be furnished specifying reasons why an estimate of the amount of loss cannot be 
made. 

Environmental Audit 

The prospect of increased regulation over environmental issues backed up in some cases by chastening 
examples of litigation particularly in the United States has led many corporal ions to develop quite 
elaborate procedures for environmental audit. The objective of such audits is lo measure the impact 
of an organization’s operations on the wider environment against some predetermined set of criteria 
and so far as is possible, to account for them. The vice president of the Environmental Services of 
the Noranda Corporation, Canada, describes environmental auditing as a systematic method of verifying 
that environmental health, industrial hygiene, safety and emergency preparedness standards, regulations, 
procedures and corporate guidelines are being mel.*^ Environmental auditing programmes are therefore 
undertaken to assure compliance with regulatory requirements and corporate guidelines along with 
application of the best management practices with decrease of environmental liabilities and risks, as 
well as to assure the minimization of potential liabilities and risks. 

The goals of environmental auditing generally include timely correction of all deficiencies, 
liability reduction through improved practices of engineering design, process modification and chemical 
substitutions, heightened awareness of good environmental management systems, and improvement 
of efficiency and cost effectiveness. Some authorities, however, do not consider the use of the term 
‘audit’ appropriate in this context. David Smith of PA Consulting Group is of the opinion that the 
use of the word audit is somewhat ambiguous, as environment audit needs to not only examine the 
totality of a company’s operations and their impact on the wider world, but also to help to identify 
future trends and find the best ways to exploit them.*^ As compared to financial audit, environmental 
audit is a continuing and cyclical process, which is best conducted jointly between external consultants 
and representatives of the company involved. Such audits are often conducted on a site-by-site basis 
or around a specific theme or issue. 

Environmental auditing at Norandas (Canada) comprised three phases: pre-audit, activities at 
site, and post-audit. Quite obviously the post-audit activities which involved preparation of an 
audit report, action plan and follow-up activities formed the most crucial part of the audit. The 
NEC Corporation on the other hand used a comprehensive inspection mechanism: auditing 
indices. Environmental control in the organization is achieved through the preventive and self-reliant 
approach. 

A process of team building among the various members of the audit team prior to the first on¬ 
site investigation is essential to the success of environmental audit, particularly where the team 
includes both external consultants and company employees. The audit report should essentially 
constitute a formal statement with regard to the current status of compliance and a program for future 
action. Considering the complexities involved in environmental audits, doubts have been expressed 



426 


INTERNATIONAL ACCOUNTING 


regarding the involvement of accountants and the accounting profession in such audits. Even David 
Moore, the CICA Studies Director, opined that environmental auditing was different from financial 
auditing and accountants had to decide whether there even is a role for them in environmental auditing. 

ENVIRONMENT ACCOUNTING PRACTICES IN SELECT COUNTRIES 

We shall now examine the practices prevalent with regard to environment accounting in select 
countries. 

The United States of America 

The development of environment, health and safety policy statements has a long history in the US. 
This is reflected in a study of 516 US Corporations by Lund in 1974*^, for which 40 per cent of these 
corporations made formal environmental statements. Similarly, the Benchmark Survey found that 
70 per cent of the North American respondents had a formal published international policy statement 
as compared to only 18 per cent of the Asian and 41 per cent of the European respondents. The 
regulatory process in the United States has often been described as highly legalistic and contentious. 
The thrust of its regulation has been to restrict administrative discretion as much as possible and to 
establish uniform standards. To ensure compliance with these requirements US environmental authorities 
seem to place heavy reliance on taking the failing corporations to court, which awards huge fines for 
non-compliance, thus making the environmental regulation contentious. 

On the disclosure front also the Securities and Exchange Commission (SEC) bulletin 92 
(SAB 92)*^, requires companies to disclose much more information about current and potential 
environmental liabilities than they had been inclined to report in the past. Non-compliance with the 
SEC requirements can result in fines and other penalties. The SEC can, for instance, stop a company’s 
stock registrations, ask the courts to force the firm to provide more environmental liability data and 
fine a company upto $ 5()0,(XK) for each violation. Consequently, US corporations would be compelled 
to disclose more in their annual reports and US investors are being inundated with environmental 
liability data with the crop of annual reports 1993 onwards. 

The bulletin has been stridently criticized by companies with large environmental liabilities but 
the SEC authorities are firm about the requirements. The SAB 92 also seeks to prevent companies 
from using recoveries from insurance to offset losses which had the effect of concealing true costs 
from shareholders. SAB 92 states that an environmental liability should be evaluated independently 
from any potential claim or recovery, SAB 92 thus aims at eliminating the diversity prevalent in the 
financial statement presentation of environmental costs and ensuring adequate disclosure of 
environmental liability, so that creditors and investors get a true picture of the obligation of the company. 

As regards corporate reporting and disclosure practices, there appears to be a definite shift 
among leading corporations towards viewing the cost of environment, health and safety as a long¬ 
term investment essential for successful business ventures. The phrases and expressions used in the 
financial statements of quite a few companies bear testimony to this change in attitude. For instance, 
the Amoco Corporation states that environment leadership produces business leadership.*^ Similarly, 
the BF Goodrich Company’s Annual Report states; 

The company’s strong commitment to strict compliance with environmental regulations creates an 
on-going ne^ for an appropriate level of financial support for environmental projects at various 
plant locations. Such obligations are a fact of life in American industry today, and management 
believes that it is to the benefit of the shareholders to find such liabilities from a growing, rather 
than a shrinking sales and asset base.^ 
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The Pennzoil company is another example whose board of directors and executive officers have 
committed themselves to a policy to 

(i) Protect the environment and natural resources wherever the company opei ues or conducts 
business 

(ii) Provide a safe and healthful working place for employees and concurrent!. maintain equal 
safegaurds to protect neighbours of our facilities 

(iii) Produce and market commodities and products that meet high quality standards and are safe 
and free of unacceptable risks to consumers health and safety... It shall W the company’s 
policy to comply with all applicable federal, state and local regulations."‘ 

This change in attitude is also reflected in the percentage of sales revenue allotted to environ¬ 
mental expenditure. In case of the car industry in the US, the amount can be as high as 65 per cent. 
Again, in 1989 the Minnesota Mining and Manufacturing Company (3M) devek>}>cd new environment 
goals which included a 70 per cent reduction in air emission by 1993, at a cost of $ 175 million, and 
a 90 per cent reduction of all emission by 2000. 

Studies also reveal that policy statements by a large number of companies in the USA set 
precise targets for their future environmental performance as compared to companies in Europe and 
Asia, where there is a striking absence of concrete targets in the policy statements. For instance, 
Merck a US-based pharmaceutical corporation has pledged not only to make at least 50 per cent 
reduction by 1995 under the EPA 33-50 programme, but also to reduce all environmental releases 
of toxic chemicals by 90 per cent for all Merck manufacturing facilities worldwide.^^ However, a 
survey conducted by Booz-Allen and Hamilton in 1991 found that in most cases environmental 
policy in the US was driven by threat i.e. fear of law suits or criminal prosecution, rather than by 
the opportunity to enhance the benefits of strategic environmental policy. 

The SEC’s bulletin 92 will lead to disclosure of much more information about current and 
potential environmental liabilities by companies. As Kurt Hoi, associate chief accountant of SEC’s 
division of corporate finance has remarked, the whole purpose of the full disclosure laws is to make 
information clearer. 

European Community 

The European Community has perhaps the most highly developed and comprehensive body of 
international environmental regulations. These regulations are binding not only on the 12 member 
states of the EC but consequent to the EC-EFTA Agreement creating a European Area (EA), even 
the seven EFTA member states are bound by the EC environmental laws. A number of central and 
east European states and the European Bank for Reconstruction and Development are also following 
EC’s environmental standards. 

The Single European Act which came into force in 1987^"^ necessitated certain amendments 
to the EEC Treaty which included new provisions on environmental protection. A new Title VII 
was added to the EC Treaty by Article 25 of the Single European Act, consisting of Articles 130R, 
130S and 130T. Article 130R lays down the objectives of environment related actions of the EC. 
These are: 

1. To preserve, protect and improve the quality of the environment 

2. To contribute towards protecting human health 

3. To ensure a prudent and rational utilization of natural resources. 

Further, the new provisions expressly state that EC actions shall be preventive, that environmental 
damage should, as a priority, be rectified at source, that the polluter should pay for the damage and 
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that environmental protection shall be a component of the other EC policies. Again, member states 
are entitled to maintain or introduce more stringent protective measures compatible with the Treaty. 

Other significant developments in this regard include the establishment of the European 
Environment Agency in 1990^'^ and the Directive issued in 1990^^ on the right of access to environ¬ 
mental information. The December 91 Maastricht Treaty adopted further amendments to the EC 
Treaty which came into force in 1993. Accordingly the EC is committed inter alia to: 

1. Promote measures at the international level to deal with regional or worldwide environmental 
problems 

2. Adopt precautionary principles; 

3. Integrate environmental protection requirements into the definition and implementation of other 
community policies. 

The application of the environmental law of the European Community is also likely to be 
extended to countries of central Europe, consequent to the 1990 agreement establishing the European 
Bank for Reconstruction and Development (EBRD). One of the functions of the bank will be to 
promote, in the full range of its activities, environmentally sound and sustainable development. One 
of the priorities identified by the bank relates to central European countries. The bank will help the 
countries of central Europe to develop a strategy of adopting EC’s environmental standards and 
regulations. While adopting a sound environmental policy, the bank will take into account as its basis 
the principles of the European Community, thus extending the EC environmental law to the other 
European countries also. 

As compared to the United States, environmental regulation in Europe is characterized by a 
more cooperative relationship between the regulators and industry. Any regulation to be enacted is 
generally first discussed with industry representatives to reach a consensus before it is passed. 
Consequently, corporate self-regulation plays a more dominant role in environmental regulation in 
Europe. Another characteristic feature of environmental regulation in Europe is a certain degree of 
uniformity in the provisions, particularly after the issuance of the directive by the EC’s Commission to 
harmonize environmental regulation. This is particularly so in case of the UK, Germany 
and Netherlands. 

As regards policy statements by companies the Benchmark Survey reveals that only 41 per cent 
of the European respondents had such statements. A similar impression was conveyed by a survey 
by the ICAEW of the UK. Its report states. 

The overall impression from the recent survey is that there has been a limited response on the part 
of the UK companies in general towards the evolving green agenda, at least in terms of making 
salient information publicly available. The UK companies appear reluctant to disclose hard 
quantitative information on environmental issues. The most common form of disclosure found was 
a simple statement of good intent. Only six of the 100 companies disclosed their environmental 
policies and three disclosed the costs incurred on environmental protection. 

There arc, however, certain bright spots on the horizon as is reflected in the following samples 
from the annual reports of some companies. AB Volvo’s (a Swedish company) ‘Group Environmental 
Policy’ is illustrative of a progressive corporate policy statement, indicating that the company aspires 
at assuming a leadership role to: 

Develop and market products with superior environmental properties, which will meet highest 
efficiency requirements. 

Opt for manufacturing processes that have least possible impact on the environment. 

Participate actively in, and conduct our own research and development in the environmental field. 
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Select environmentally compatible and recyclable material in connection with the development and 
manufacture of our products, and when we purchase components from our suppliers. 

Apply a total view regarding the adverse impact of our products on the environment. 

Strive to attain a uniform, worldwide environmental standard for our processes ind products.^^ 

Some companies adopt a preventive and precautionary approach in their policy statements. 
This is reflected in the environmental principles adopted by the Thorn EMI pic. 

Use whenever possible and commercially sound, earth’s resources which can ^ e replaced in a 
lifetime. 

Prevent pollution at source whenever and wherever possible. 

Conserve natural resources by the use of energy management recycling and t her appropriate 
means. 

Ensure that the company’s facilities and products meet and sustain the regulations i f all government 
environmental agencies.^* 

Similarly, ICI the UK chemical giant has started to report systematically its progress towards 
meeting its stated environmental objectives. It not only disclosed its total expenditure on safety, 
health and environment but also went a step further by distinguishing between capital and revenue 
spending on environmental protection. In the annual report for 1991, this information was provided 
for the four-year period 1988-91 and formed part of a separate environmental statement entitled 
Progress Towards Environmental Objectives. Even as regards its sustainable development programme, 
ICI stated that it planned to reduce waste from its operations by 50 per cent by 1995, paying special 
attention to hazardous waste. Waste would be disposed of under strict monitored conditions, preferably 
within ICI sites. The company had as further objectives the setting up of waste recycling programme 
not only in-house but also in collaboration with customers. These programmes were to include the 
recovery of CFCs from commercial and domestic appliances, the recycling of waste solvents used 
in making paints and the reprocessing of plastic bottles to make fillings for duvets and sleeping 
bags.^^ 

Corporations that have operations with high safety risk tend to focus more explicitly on health 
and safety issues in their policy statements. This is reflected in the policy guidelines of Unilever pic. 
The company attempts to: 

(i) Develop products and packaging which are environmentally acceptable 

(ii) Operate its factories in an environmentally responsible manner to ensure the health and safety 
of its employees and of those living within the vicinity of its operations 

(iii) Design, operate and maintain processes and plants so that they satisfy, at the minimum, all 
national and local environmental legislation 

(iv) Establish and maintain procedures for environmental auditing, monitoring and control of all 
its operations 

(v) Establish and maintain close working relationships with all relevant government and local 
authority environmental agencies and third parties 

(vi) Together with central Unilever advisory services, continuously reassess operating processes 
with respect to their environmental effects 

(vii) Ensure that all employees at every level and function are aware of their environmental 
responsibilities and that they are appropriately trained, motivated and involved.^ 

Another industry vulnerable to environment pollution is the oil and natural gas industry. 
Companies in this industry also need to give due consideration to environmental risks and some 
companies are doing so. An example is the Dansk OUe og Naturgas A/S, a Danish company, as is 
revealed from an extract from its annual report. 
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Dansk Olie og Naturgas A/S and the environment 

Dansk Olie og Naturgas" objective is to conduct its activities in a way which, to the greatest 
possible extent, protects the environment. 

This approach is necessary in a company such as Dansk Olie og Naturgas, whose activities pose 
considerable potential safety and environmental risks. It is essential that all operation and construction 
activities are conducted with due consideration to the environment to minimize unavoidable pollution 
to the surroundings and to obtain optimal resource exploitation. 

A significant measure in the practical implementation of the environmental policy is the internal 
quality assurance system. In 1991, the Group was awarded the official 180-9001 approval of its 
quality assurance system in relation to transmission of oil and natural gas. This certification includes 
environmental issues as well. The quality assurance system has been further improved in the 
course of 1992. In 1992, the Group incorporated the following international principles into its 
environmental policy: The International Chamber of Commerce’s “Business Charter for Sustainable 
Development”, Eurogas’ “Code of Conduct”, and E & P Forum’s “Environmental Guiding Principle”. 

These principles cover a broad range of environmental issues. The Code of Conduct is drafted in 
cooperation with the EC Commission. These guidelines form a frame of reference for all decisions 
concerning construction and operation made in the European natural gas companies which are 
members of Eurogas. Dansk Naturgas is currently chairman of Eurogas’ “Task force for 
Environment”.^* 

Concern of the accounting profession for environment disclosures is voiced in a report issued 
by the ICAEW. The report: Business, Accountancy and Environment: A Policy and Research Agenda, 
enlists the environmental disclosures which companies should make as part of their annual reporting 
cycle. (These disclosures have already been mentioned earlier in the chapter.) 

Thus though survey evidence points to limited response to environmental issues in most European 
concerns, there are signs that the situation is improving. European companies are recognizing the 
market advantage in reducing their impact pn the environment and that by stepping up environmental 
protection and minimizing environmental consequences of operations, a company stands to gain a 
significant competitive edge. Companies have realized that their work is judged on the basis of its 
impact on nature. A satisfactory environmental performance is fundamental to a successful business 
strategy. 

OECD 

The OECD has played a significant role in the control of MNCs. In this context a new section on 
Environmental Protection was added to the OECD Guidelines for Multinational Enterprises in 1991. 
The section provides that enterprises (both domestic and MNCs) should inter alia: 

Assess and take into account in decision-making, foreseeable environmental and environmentally- 
related health consequences of these activities, including siting decisions, impact on indigenous 
natural resources and foreseeable environmental and environmentally-related health risk of products 
as well as from the generation, transport and disposal of waste.'^^ 

Canada 

Accounting regulators in Canada have shown an increased concern for issues relating to environment 
accounting, reporting, and auditing. This concern is reflected in the fact that the Ontario and Quebec 
Securities Commission now requires listed companies to include in the annual information that 
publicly owned companies file with the Commission the financial and operational effect of 
environmental protection requirements on the capital expenditures, earnings and competitive position 
of the issues for the current fiscal year, and any expected impact on future years. Besides, the 
Canadian Institute of Chartered Accountants (CICA) has recently promulgated an accounting standard 



ACCOUNTING FOR ENVIRONMENTAL PROTECTION MEASURES 


431 


on capital assets* which requires that if it is possible to determine reasonably, provision should be 
made in the financial statements for future removal and site restoration costs net of expected recoveries 
by way of charge to income. It requires these costs to be accrued irrespective of the fact that the 
likelihood of their being incurred is on account of, or because the company has established a policy 
of site restoration. The CICA has also launched a research project on accounung and reporting on 
environmental issues within the existing financial reporting framework. The aim of the project is to 
assess the information needs of various user groups with regard to the impact ot an entity’s operations 
on the environment and to come up with proposals on the appropriate iv porting practice for 
consideration by the Accounting Standards Committee. 

A similar project on environmental auditing will review the wide range of activities referred 
to as environmental auditing and usually carried out by consultants in disciplines )ther than accounting. 
This study would analyse the implications of environmental auditing from the point of view of what 
the accounting profession can contribute, either in providing such services or in establishing suitable 
standards for the conduct of such services. 

To improve standards for recognition, measurement and disclosure of contingencies including 
uninsured risks of future losses, the Accounting Standards Committee has approved a proposal to 
review Section 3290 of the CICA Handbook. 

Concern and commitment of the industry for environment in Canada is also reflected in some 
of the annual reports, two samples of which are given here. 

The 1989 annual report of the Canadian Pacific Limited states the following in connection with 
its concern and commitment with regard to the environment: 

While environment programmes are being undertaken throughout the Canadian Pacific Group, 
some operations because of size and nature of business have a more substantial impact than others. 

For instance, CP Forest Products has embarked on a four year $ 145 million capital program 
designed specifically to protect the environment through the reduction of dioxins in its products to 
non-detectable levels and the installation of a state-of-the-art effluent treatment system to eliminate 
the discharge of harmful substances into the water. The company will also construct facilities to 
produce recycled-content newsprint from old newspapers and magazines to be supplied under a 
contract with Laidlaw. We will be leaders in North America in this initiative.*^*^ 

Again, the Conference Board of Canada has developed a number of activities to promote 
sustainable development. Its annual report for 1992 states: 

The Business and Environment Research Program focuses on public and business policy issues 
related to the environment and the economy in the global context of sustainable development. The 
Program brings vital partners together to examine potential areas for research on the most important 
economic and public policy issues. Some of the reports published this year included: Impact of 
Environmental Measures on International Trade and Managing Corporate Change for Sustainable 
Development. 

Complementing this thmst. Learning for a Sustainable Future is a new partnership between education, 
business, environment, government and other stakeholders concerned with sustainable development. 

The program’s mission is to design a suitable framework for entrenching the theory and practice 
of sustainable development in the curricula for elementary and secondary schools.^ 

Another significant step taken by corporations in Canada in this direction is collaboration with 
environmentalists groups. Senior executives from several Canadian companies including Dow 
Chemicals, Nova Corporation and Dofasco have joined with environmental groups such as ‘Friends 


*CICA Handbook Section 3060 was issued in October 1990. This new section replaces the existing accounting 
standard on fixed assets. 
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of the Earth’ and ‘Pollution Probe’ to form a coalition called ‘New Directions’. Their purpose is to 
gather data on toxic waste emissions in Canada and eliminate the worst problems by 1994. 

In early 1994 the CICA released guidelines on how to audit financial statements affected by 
environmental matters. The guidelines examined various aspects of an audit from an environmental 
perspective. A major problem in auditing financial statements dealing with environmental matters 
described by the guidelines is that it is difficult to obtain conclusive evidence in this regard, which 
may arise from vague interpretations of the evolving environmental laws. Difficulties could also arise 
in situations where the management has not developed policies or procedures to estimate liabilities 
and contingencies related to environmental matters. 

The guidelines provide detailed examples of appropriate audit procedures for dealing with 
assertions on the completeness of liabilities and contingencies, on the valuation of liabilities, 
contingencies, and assets, and on the completeness and valuation of commitments. 

Vaike Murusalu, the Senior Manager of auditing standards, who is responsible for this project 
warns that despite the extensive guidance and practical advice on how to implement it, there are no 
prescriptive answers on how to deal with these issues. A great deal of professional judgment on the 
auditor’s part continues to be vital. 

Japan 

Environmental regulations in Japan are relatively more cooperative and consensual as compared to 
the USA. Environmental accidents drove home the need for protecting the environment, which led 
to the establishment of the Japanese Environment Agency (JEA). This agency shares the responsibility 
of environmental protection with other ministries. For instance, the Japanese Ministry of International 
Trade and Inudstry has in recent years, in cooperation with the Japanese Industrial Association 
'Keidanren' actively sought to utilize environmental issues strategically to make Japan a conservation- 
oriented society. The attitude of the companies towards environmental issues is reflected in their 
policy statements. Some companies aim at assuming a leadership role. The Toyota Motor Corporation 
for instance states that: 

Although we arc at the forefront in environmental activities, we are not satisfied with the present 
state of affairs. We will continue to search for new ways to take the protection of the environment 
to even higher levels. Our basic principles in environmental management are to emit no pollutants 
and to create plants that are environmentally sound with due regard for the greater good of the 
community. 

Similarly the Oki Electric Industry Company Limited, in its Annual report states: 

We believe there is more to business success than producing and selling goods. That is why we 
fulfil our global responsibilities as good corporate citizens. To alleviate environmental problems by 
fiscal year-end 1991, we will have completely eliminated chlorofluorocarbon gases from our 
production processes. 

The commitment of Japanese corporations to sustainable development and environmental 
protection manifests itself in a number of ways. These include: 

1. By endeavouring to develop new environment friendly products 

2. By affirming to minimize the negative effects of the production process of the company on 
the environment 

3. By attempting innovations with regard to disposal and recycling of waste products 

4. By fostering the protection of agricultural, forest and marine resources. 
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Examples of these manifestations are found in the goals set by some of the companies. For 
instance, Toyota Motor Corporation has set for itself the following goals for new vehicles manufactured 
by it: 

(a) Place airconditioners containing HFC-134 refrigerant by 1994 

(b) Start conversion process for refrigerant in 1992 

(c) Provide service centres world-wide with recovery/recharge equipment to prevent CFC 
escape into the atmosphere by 1991.^* 

Another reflection of the commitment of Japanese firms to environmental health is the 
afforestation programmes undertaken by them. Toyota reports that it has reduced its emissions of 
carbon dioxide worldwide by offsetting emission in Japan with tree planting projects in South America. 
Similarly Mitsubishi Paper Mills and Daco Paper have announced afforestati<>n projects in Latin 
America. Oji Paper and Honshu Paper have undertaken such projects in south-east Asia; including 
an 11,000 hectare project by Honshu in Papua New Guinea.*^^ 

Thus quite a few Japanese corporations share the maxim, ‘no safety, no production’. Endeavours 
at preservation of the environment are undertaken in order to fulfil social responsibility as a business 
concern and are aimed at attaining harmonized growth as a member of the community. 

The Japanese industry’s environmental association Keidanren's Global Environmental Charter 
promulgated in April 1991 seeks to coordinate and facilitate corporate environmental initiatives by 
setting industrywise standards and by disseminating information on innovative practices. A survey 
of 500 Japanese corporations by Keidanren in 1992,"^ revealed that its environmental charter was 
being utilized by 70 per cent of the corporations surveyed. This is an indication that efforts for 
environmental protection would increase in the future and hence the urgency for issuing standards 
for proper accounting and reporting of environment protection costs. 

India 

As stated earlier, the Indian tradition of conservation can be traced back to prehistoric times. 
The theme of conservation pervades Indian culture, art and all its religions. In modem times, from 
Mrs Indira Gandhi’s address to the Stockholm Conference in 1972, to Rajiv Gandhi’s address to the 
United Nations in 1988, Indian leaders have articulated effectively India’s concern for the environment. 

More specifically, it was in the early 1970s that the realization dawned on the Indian people 
that the very efforts directed at alleviating poverty and building the infrastructure of the economy also 
put greater pressure on the natural resources of the country. As Mrs Gandhi rightly-observed in her 
address to the Stockholm Conference, “poverty and need are indeed the greatest polluters’’. 

Industrialization has posed a threat to the quality of water through effluents discharged from 
industries. The accelerated industrial tempo has also given rise to problems of air pollution. Metropolitan 
cities are plagued with automobile pollution as well. 

India is very rich in biological diversity with about 45,000 species of plants and 75,000 species 
of animals. Our most precious assets, these genetic resources arc thus being threatened by human 
encroachment. Preservation of this natural heritage is one of the most important challenges confronting 
the country. It is important to understand that for the sustenance of a sociopolitical system which 
aims at the welfare of the people, protection of the environment is as relevant as economic development. 
It is, therefore, essential that the country’s ingenuity and creativity be directed towards identifying 
a developmental path which is compatible with environmental considerations. 

The overriding concern for environmental protection in India has been stressed in the Directive 
Principles of the Constitution of India. The relevant provisions read. 
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The State shall endeavour to protect and improve the environment and to safeguard the forests and 
wildlife of the country (Article 48A). 

It shall be the duty of every citizen of India to protect and improve the natural environment including 
forests, lakes, rivers and wildlife and to have compassion for living creatures (Article 51 A). 

The Ministry of Environment and Forests has been entrusted with the responsibility to harmonize 
environmental protection with development. It serves as a focal point for the planning, promotion and 
coordination of various environmental and forestry programmes. A number of regulatory and non- 
regulatory initiatives have been taken in the direction of environmental protection over the last few 
years. The important among them are mentioned here. 

Since forests play an important role in maintaining environmental stability, a first practical step 
was the passing of the Forest Conservation Act in 1980. The provisions of the Act were made more 
stringent by the amendment of the Act in 1988. It now provides for penalties not only for the 
offenders, but also the officers who facilitate violation of the provisions of the Act. 

The main instruments for control of pollution of water, air and noise are the Water (Protection 
and Control of Pollution) Act, 1974, the Water Cess Act 1977, the Air (Prevention and Control of 
Pollution) Act, 1981, and the Environment Protection Act of 1986. The Water and Air Acts have 
been amended in recent years to make the provisions more stringent. 

According to the Indian Institute of Ecology and Environment (IIEE), out of the nearly 4,000 
major and medium polluting industries more than half have already installed pollution control 
equipments. Standards have been notified for 26 priority industries. So far 3,300 prosecutions have 
been launched by the Pollution Control Board against recalcitrant industries.^^ Environment appraisal 
is an important responsibility assigned to the Department of Environment. This involves environmental 
implications and incorporation of necessary safeguards for such activities as have a bearing on 
environmental quality. Authorities submitting projects are required to incorporate a chapter on 
environmental aspects in their feasibility reports. 

The last decade has also seen the rise of public involvement in concern for the environment 
in India. Silent Valley, the Doon Valley limestone quarries, the 'Chipko' movement, protests against 
the Narmada and Tehri... mark a beginning. Efforts will have to be made to create greater awareness 
in this regard. 

As regards the accounting and reporting aspects of environmental protection, some companies 
in India do make policy statements in their annual reports. These are, however, mentioned in the 
Chairman’s or Directors’ reports in the form of statements of good intent. The companies do not 
disclose hard quantitative facts on expenditures incurred, and targets set and achieved. A few sample 
extracts follow 

1. Extract from Annual Report of Ranbaxy Laboratories Limited for 1992-93 

Under the head, Management Review, the company mentions its Safety, Health and Environment 
Policy: 

Ranbaxy’s concern for the environment is reflected in the environmental protection systems that 
are in place at all our manufacturing facilities. Large investments have been made for setting up 
one of the finest systems for dust extraction, water purification and effluent treatment. Protection 
of the environment is part of the Company’s woik culture at all our plants. Our aim is to strive and 
meet higher international standards of sidf^ty and pollution control.^^ 

2. Extract from Annual Report of Hindustan Lever Limited for 1992. The Director’s report contains 
an item on ’Environment, Safety and Energy Conservation’, which states: 

Safety and Environmental Protection continue to be vital elements of the Company’s strategy in 



ACCX)UNTING FOR ENVIRONMENTAL PROTECTION MEASURES 


435 


its manufacturing operations. Self regulation is accorded high priority to reconcile industrial 
challenges with imperatives of safety and environmental protection. The commitment to progress 
in these areas is reflected in the annual target that all units include in their environmental plans. 

The application of safety and environmental protection policies have yielded tangible results in 
these areas. 

Emphasis on safety in each unit has resulted in a significant reduction in number of accidents 
and consequent employee absence. 

In pursuit of controlling environmental impact of the manufacturing operations through careful 
process audits, use of fresh water and generation of effluent and solid wastes have ^leen considerably 
reduced. 

A Zero Waste programme was instituted in the Company’s factories and hav led to increased 
focus on waste reduction at source and recycling in our processing plants. Impressive gains have 
been made in the very first year of this programme. Fresh water consumption in our factories has 
been reduced by 800 cubic metres per day aggregating to a total of 2.4 lakh cubic metres per 
annum—enough water to supply 5,500 people with water for a year on the basis i>f daily per capita 
consumption of 120 litres of water. Technology has been appli^ to reduce water consumption and 
recycle treated effluent in novel applications. This has been supplemented by an extensive programme 
for increasing awareness amongst the Company’s employees and motivating them to reduce water 
consumption and waste in each of their activities.^^ 

3. Extract from the Annual Report of the Shaw Wallace Group for 1991-92 

Treating Effluent to Protect the Environment 

The Company’s concern for the safekeeping of environment has culminated in the installation of 
an Effluent Treatment Plant at the Indian Yeast Company Limited, Uran. 

Further the Statement of particulars under Section 217(l)(e) of the Companies Act 1956 forming 
part of the Directors Report for the year ended 31st March, 1992 also states: 

Technology Absorption, Adaptation and Innovation 

1. Accoustic Enclosure Systems have been installed in the Superphosphate Granulation Plant to 
reduce Noise Pollution level. The technical know-how was provided by ICI, UK (Accoustics 
Division) and engineering done by Messers Kaveri Engineering Ltd. The technology has been 
successfully absorbed. 

2. A number of Innovations, based on in-house R & D and Design Engineering have been 
successfully carried out in the area of waste utilisation and environmental protection; 

(a) Recycling of the dilute hydrochloric acid in the effluent from the Sodium Silico Fluoride 
in Superphosphate manufacture. 

(b) Saving fresh water consumption in the dilution of acid by the use of waste water discharge 
from the Amenity Area. 

(c) Reducing the load of solid waste disposal by recycling the siliceous waste in the process. 

(d) Controlling the level of Fluorine in air within the statutory limit by installing a specially 
designed gas sembbing system.^ 

Environmental auditing is yet to take shape in India. Inaugurating a training programme on 
pollution control in the distillery industry, in August 1993, Mr Kamal Nath, the then Minister for 
Environment and Forests observed that environmental auditing was a strong management tool and 
should be used by industry for their own self>assessment He also exhorted the industry to resort to 
transparent environmental auditing which ought to be subjected to monitoring and public scrutiny. 
The public, he said, had a right to know what industry was doing with regard to waste management 
and reduction in pollution levels. The neglect of the responsibility of industry, he cautioned, could 
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precipitate public action since there was an increasing awareness among the public to have a clean 
environment.^^ It is heartening to note that industry is responding to the governmental guidelines on 
environment. There is, however, no separate accounting standard to the effect. 

SUMMARY 

It will thus be seen that the transition to a new era in which environmental issues will increasingly 
influence our economic life has begun. The last decade has also witnessed a profound transformation 
in the attitude of corporate managers towards environment and occupational matters. Agenda 21 also 
recommends that business and industry including transnational corporations, should recognize 
environmental management as one of the highest corporate priorities and as a key determinant to 
sustainable development. Some enlightened leaders in the industry are already implementing responsible 
care, and stewardship, policies, and programmes, fostering openness and dialogues with employees 
and the public and carrying out environmental audits and assessments of compliance. There has also 
been an increase in expenditure on environment protection. Accounting is one of the incisive areas 
of environmental management although environmental accounting is still in an embryonic 
stage. Though quite a few companies reported having green accounting procedures, no examples of 
concrete methodologies adopted were submitted. Even the annual reports of companies fail to provide 
concrete information on environmental expenditures and accounting policies with regard to them. 
The more specific issues relate to identifying the costs related to environmental measures, their 
accounting treatment and identification, and quantification of liabilities in connection with environment 
protection. There is thus an imperative need to develop comprehensive accounting standards in this 
regard. 

The first international initiative came from the ISAR during 1989-90 when it published a 
standard on the effect of environmental factors or pollution on the valuation of fixed assets for 
financial statements. Accounting institutes and academics have also started to take interest in 
this field. It is crucial that the efforts of the ISAR be upgraded in the future and national standards- 
setting bodies incorporate standards to the effect. Till this is done, the accounting and reporting 
of environmental protection and expenditures on it will be restricted to only the enlightened 
few. 


REVIEW QUESTIONS 

1. Examine the specific accounting issues involved in accounting for environmental costs. 

2. ^'Companies are under increasing pressure from the green lobby and regulatory authorities to 
disclose more environmental information.*’ Comment. Also throw some light on the suggestions 
and recommendations made by different authorities in this regard. 

3. What do you understand by the term ‘environmental audit’? Is it different from financial audit? 
Discuss. 

4 . “The EC has perhaps the most highly developed and comprehensive body of international 
environmental regulations.” Comment. 

5. Examine the state of environmental accounting in North America. 

6. “The regulatory process in the US has often been described as highly legalistic and contentious.” 
Discuss. Also examine the provisions of SEC Bulletin 92 (SAB 92) in this regard. 

7. Examine the attitude of corporations in Japan towards environmental issues. 
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8. “Though the theme of conservation pervades Indian religions, culture, and art, nothing concrete 
seems to have been done with regard to accounting and reporting aspects of environmental 
protection.” Comment. 
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